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A MAJOR ERROR IN REFUNDING 


Rosert T. PATTERSON 
Washington, D.C. 


THE ERROR MADE in refunding the federal debt after the Civil War 
is worth reviewing by those interested in the management of the debt 
today. It is the opinion of many people that far too much of the 
present debt is in short-term form, that it therefore lacks control- 
lability, and that sooner or later most of the short-term obligations 
must be converted into long-term securities. It is not intended here to 
argue the merits of funding or the necessity of it now, although the 
weight of expert opinion that it ought to be done is impressive. If 
funding should be undertaken, however, it may be that in turning 
away from a pattern of short maturities the other extreme will be 
sought—the conversion of much of the debt into very long-term 
bonds, or perhaps perpetual “consols.” 

No one can say with any certainty when the present short-term 
pattern of the federal debt will be reversed or to what extreme of 
long-term debt the reversal might go. But because the debt is very 
large, a considerable reduction is not expected in the near future, and 
expungement is certainly a remote possibility, it has become easier 
for many people to countenance the idea of making the debt perma- 
nent. In recent years various economists have proposed that a large 
part of it be funded into perpetual “consols.””* 

Many present-day circumstances differ markedly, of course, from 
those of the post-Civil War period, but the fundamentals of eco- 


1. Lloyd W. Mints and the late Henry C. Simons, for example, have urged that a 
part of the debt be converted into currency sufficient for present requirements and 
the remainder into perpetual “consols.” The “consols” would be replaced gradually by 
additional currency as the expanding economy required it. The possibility that the 
government would have to buy in its debt at a considerable premium is acceptable to 
them. In fact, as an implement in the monetary system which they propose, the higher 
the premium the better. Cf. Henry C. Simons, Economic Policy for a Free Society 
(Chicago: University of Chicago Press, 1948), chap. ix; and Lloyd W. Mints, Mone- 
tary Policy for a Competitve Society (New York: McGraw-Hill Book Company, Inc., 
1950), pp. 202-5 ff. 
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nomic life remain the same. Human needs and desires and the 
nature of real wealth are basically the same; the true nature of 
money and of debt, however these may be manipulated, has not 
changed. With respect to the federal debt today, there is a consider- 
able body of opinion—as there was following the Civil War—that 
the further it can be reduced the greater the borrowing power and 
the stronger the credit of the government when a new emergency 
arises. 

It is not a new conception that the management of a large govern- 
ment debt is a powerful force in the national economy. During the 
period following the Civil War the relationship between debt man- 
agement, the money supply, and the level of prices was clearly recog- 
nized. Controllability of the debt was at all times desirable, at first to 
avoid the inflationary effects of a great mass of short-term, near- 
money obligations, and later to permit payment of the debt as condi- 
tions warranted. At that time the inflexible nature of the currency, 
the rigidities of the Independent Treasury system, and large annual 
surpluses made debt reduction vital for economic stability. 

At the end of the Civil War the debt was predominantly short 
term. There was serious danger that diminishing revenues or a 
financial stringency would bring back to the Treasury for payment 
great quantities of the government’s obligations when payment would 
be most difficult. A preliminary funding operation, however, brought 
the debt under control and paved the way for future refunding. 
Refunding was eventually accomplished, but with non-callable 
bonds, a large part of which were not redeemable for thirty years.’ 

It was soon apparent that a costly and irreparable mistake had 
been made. Whether redemption was to be merely for the purpose of 
reducing the debt and its carrying charges, or whether it was to 
stabilize the money market by disbursement of surplus Treasury 
funds, those objectives could be achieved only at great cost in terms 
of premiums paid on bonds bought in the open market. We cannot 
know what the needs of the future will be. The Treasury may never 


again be plagued with a surplus. We may or may not need to reduce | 


2. The thirty-year refunding bonds bore 4 per cent interest. Government bonds of 
that maturity today would probably sell readily to yield about 3 per cent. The longer 
the term beyond that, the higher the rate would be. At the present time “perpetuals” 
would probably have to bear at least 34 per cent to be reasonably attractive. The 
more distant the maturity of the bond, of course, the greater the effect on its market 
value of a general change in interest rates. A decline in long-term interest from, say, 
34 to 3 per cent would raise the price of any outstanding “perpetuals” to about 
17 per cent above par, and a decline in interest to 24 per cent would raise the premium 
to 40 per cent. What is more, if a substantial reduction in the debt should sometime 
be achieved, this alone would tend to force down interest rates and enhance the 
value of the obligations which remained outstanding—especially those of distant 
maturities, thereby increasing the cost of further debt reduction. 
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the debt at some future time. But at least we should be free to pay it 
when and as we please without excessive gains to bondholders at the, 
expense of taxpayers. 

It would not be a new experience for the federal government to 
find that it had lost its option to refund the debt to advantage or to 
reduce it without payment of high premiums. This is what occurred 
when the Civil War debt was refunded. Having in mind both the dif- 
ferences in circumstances and the more fundamental similarities of 
the two periods, it is worth noting how the awkward and uneconom- 
ical refunding of the post—Civil War period came about and what its 
consequences were. 


PRELIMINARY FUNDING OF THE DEBT 


The Secretary of the Treasury, Salmon P. Chase, had been in 
office nearly three years when he stated in his report to Congress 
that one of the major objectives of his Civil War debt policy had 
been “future controllability.”* To him the term controllability gave 
virtue to a debt structure that had developed as a result of various 
financial expedients.* He did not recognize that there was control- 
lability in one respect and serious lack of it in others. When he stated 
that the debt was “in such a shape that prompt advantage can be 
taken of favorable circumstances to diminish the burdens it im- 
poses” he said nothing of the hazards which the great amount of 
very short-term obligations by then outstanding might present to the 
Treasury in the event of diminishing revenues or a financial strin- 
gency. He was satisfied that the structure of the debt would permit 
large-scale funding under favorable conditions; and in pointing this 
out he concluded that “Nothing further seems desirable on the score 
of controllability.’ 

When the debt was at its highest point, some months after the 
termination of the war, less than 40 per cent of it had maturities be- 
yond three years. On August 31, 1865, the gross debt’ was $2,846 
million. Of this amount, $1,110 million was in funded form; $433 


3. Annual Report of the Secretary of the Treasury on the State of the Finances 
(hereinafter referred to as Treasury Report), 1863, p. 13. 


4. The other “objectives” which Chase alleged he had had in creating the debt were 
“moderate interest,” “general distribution,” and “incidental utility.” It is to be noted 
that he did not state these objectives until the war was well along in its third year. 
A study of his earlier reports to Congress shows that these “objectives” were not at all 
a part of his original policy. Chase was rationalizing. He was attempting to justify 
the debt structure that had evolved under his direction. 


5. Ibid., p. 15. 6. Idem. 


7. By “gross debt” is meant the total indebtedness before deducting cash in the 
Treasury. At this time Treasury cash amounted to $88 million. 
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million was represented by United States notes (“greenbacks”) and 
$26 million by fractional currency; and $1,277 million was floating 
or short-term debt.*® 

Chase was succeeded for an eight-month period by William P. 
Fessenden; and in March, 1865, Hugh McCulloch became Secretary 
of the Treasury. As soon as it was possible after the war had ended 
McCulloch made it his policy to contract the “greenback” circula- 
tion, reduce the debt, and convert the floating and short-term obliga- 
tions into bonds. His great objective was to restore the value of the 
currency and enhance the public credit.? The immediate necessity as 
he perceived it was to bring under control the huge amount of debt 
soon to come due.’® This he succeeded in doing by redemptions made 
with Treasury surpluses and by funding. In July, 1868, the funding 
was practically completed." Nearly all of it was accomplished by the 
sale and exchange of 6 per cent bonds popularly known as “five- 
twenties” because they were redeemable in five years and payable in 
twenty years. 

The high rate of interest was due to the poor state of the govern- 
ment’s credit. The other terms of the funding bonds were satisfac- 
tory in so far as controllability of the debt was concerned, for they 
could be refunded within a few years or whenever after that condi- 
tions seemed opportune. Because of the high rate of interest the 
funding was regarded as a temporary measure. Even before it was 
accomplished a refunding bill was proposed in the Senate and was 
passed by both houses in July, 1868. Since it was late in the session, 
however, President Johnson’s unwillingness to approve the bill pre- 
vented it from becoming law.’* 


REFUNDING AND THE PROBLEM OF THE SURPLUS 
The Loan Act of July 14, 1870,* was a refunding measure. The 
bonds which it authorized were to be sold at par or above or to be 


8. Cf. Treasury Report, 1867, pp. iii-iv. 

The magnitude of the short-term debt may be judged by comparison with the 
annual ordinary receipts of the Treasury, which in the fiscal year 1865 had increased 
to approximately $333 million, having been only $56 million in 1860 (ibid., 1949, p. 358). 

9. Late in 1865 the “greenback” dollar was worth about 68 cents in specie; and 
the government’s 6 per cent bonds which sold at about par for “greenbacks” were 
actually worth only 68 per cent of par in specie. Cf. Wesley C. Mitchell, Gold, Prices, 
and Wages under the Greenback Standard (Berkeley: University of California Press, 
1908), p. 6; and Commercial and Financial Chronicle, Vol. I (December 16, 1865), 
p. 780. 

10. “The first step to be taken is to institute measures for funding the obli- 
gations that are soon to mature” (Treasury Report, 1865, p. 16). 


11. Ibid., 1868, pp. xli, xliv. 
12. Cf. John Sherman, Recollections of Forty Vears in the House, Senate, and 
Cabinet (Chicago; New York, etc.: The Werner Company, 1895), I, 439-41. 
13. 16 Statutes at Large, 272. 
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exchanged at par for the outstanding “five-twenties”; and the debt 
was not to be increased. The amounts and kinds of bonds authorized 
were as follows:** 

$ 200 million at 5 per cent, redeemable after 10 years 


300 million at 44 per cent, redeemable after 15 years 
1,000 million at 4 per cent, redeemable after 30 years 


A highly important aspect of this enactment was the length of 
time which the three issues would be outstanding before they might 
be redeemed. The 5’s were redeemable in ten years, the 44’s in fifteen 
years, and the 4’s in thirty years. They could not be called in sooner 
either at par or at some stated premuim. The only way in which the 
amount outstanding could be reduced before their terms had run was 
through direct purchase at whatever price the market might com- 
mand. During the long period of refunding’® (which was not com- 
pleted until 1879), the 4 per cents, which were the largest of the 
three issues, and which had by far the longest term to run, were the 
last to be offered. As it eventuated, the refunding bonds were to be- 
come redeemable as follows:'® 


Issue When Redeemable Amount 
SEM IE 3G aicsre os May 1, 1881 i . .$517,994,150 
2. Seer September 1, 1891..... ... 250,000,000 
WT GE a. ckoetende es [2 | ery ree 740,930,950 


Between 1880 and 1890 the government’s revenue exceeded ex- 
penditures by large amounts. In spite of increased appropriations 
and some reduction in taxation the average annual surplus was 
approximately $100 million.’ When the 5 per cent refunding bonds 
and certain 6 per cent bonds issued during the war came due in 1881 
a part of them was extended temporarily at 34 per cent. During the 
following two years the unredeemed portion of these 34’s was ex- 
tended at 3 per cent.’* Payment of them absorbed the surplus for a 
few years, but by 1887 few bonds remained at the option of the gov- 
ernment to redeem.’® Various suggestions for solving the problem of 
the surplus were ignored by Congress; and in the second half of 
1887 the Treasury was obliged to begin buying the 43 per cent and 

14. The Act of January 20, 1871, amending this enactment, allowed the issuance 


of $500 million of 5 per cent bonds instead of the $200 million, but did not permit an 
increase in the total authorization (16 Statutes at Large, 399). 


15. Authority granted by amendment of the original loan act permitted a part of 
the 4 per cents and 44 per cents to be issued to obtain specie in preparation for re- 
sumption (18 Statutes at Large, Part 3, 296). 


16. Treasury Report, 1914, pp. 206-8. 

17. Cf. ibid., 1949, p. 359. 

18. Ibid., 1881, pp. xxiv-xxvi; 1882, pp. viii-ix; and 1883, pp. viii-ix. 
19. Ibid., 1887, p. Ixxxviii. 
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4 per cent refunding bonds in the open market at high premiums. 

In the fiscal years 1888 through 1891 the Treasury bought $377.4 
million of these bonds at premiums totaling $56.3 million.?° Premi- 
ums as high as 29 per cent were paid to the longer-term 4’s. On a 
considerable part of the purchases of the two maturities the prices 
paid by the government gave the bonds a yield basis of about 2 per 
cent. When the 43’s matured in 1891, the remnant of them not yet 
redeemed was continued at the pleasure of the government at 2 per 
cent for those holders who chose not to present them for immediate 
payment.*? 

Between the completion of the sale of the refunding bonds in 1879 
and the beginning of their repayment by open market purchases in 
1887 a combination of circumstances had reduced the rate of interest 
at which the government could borrow from 4 per cent to a little 
more than 2 per cent. Yet the government could not take advantage 
of the low rate by again refunding. The only way in which it could 
use surplus funds to reduce the debt was through direct purchases 
at exorbitant premiums which its own buying helped to sustain. 
Unwise regard for the maturity arrangement of the debt had removed 
it from control for many years at great and unnecessary loss to all 
but the bondholders. 


THE Error IN Dest Poticy 


In refunding the debt the loss of control over a large part of it 
came about in a way, ironically, the very opposite of that which 
Chase had followed. Instead of a great amount of short-term debt 
which might at any time threaten the solvency of the government, a 
huge portion was placed out of reach so that for a generation it 
could not be called for redemption, no matter how great the surplus 
revenue or how firm the determination to reduce the debt. Whatever 
this “freezing” of the debt at a relatively high rate of interest may 
have contributed to the continuation of a high tariff system will 
perhaps always be a question, but certainly it lengthened the life of 
an awkward and inadequate banking and currency system. In 
simplest terms of money flow, it sluiced a considerable amount of 
income from those who paid the taxes (in large part customs duties 
passed on to consumers) to those who directly or indirectly held 
bonds bearing an unwarrantedly high rate of interest. 

At this time it was considered the duty of Congress to determine 
the interest rates and maturities of the government’s obligations. 


20. Computed from data in ibid., 1888-91. 
21. Ibid., 1891, p. xxvii. 
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It had been the custom, ordinarily, for the legislative body to decide 
these terms, and not to leave them to the discretion of the Secretary 
of the Treasury, although some departure from this is seen in the 
loan authorizations of the Civil War. The need both for flexibility 
and for highly technical decisions in designing Treasury issues to 
meet changing requirements of the loan markets was eventually to 
be recognized when these powers, with few restrictions, were placed 
in the Secretary’s hands. But in the post—Civil War period this re- 
sponsibility rested with Congress. How that body, in 1870, came to 
settle upon the authorization of $1,000 million in thirty-year refund- 
ing bonds is of considerable interest. 

More than one element of motivation lay behind the action which 
resulted in this long-term issue.” At the time the legislation was 
debated in Congress it was realized that even a 5 per cent bond 
would be difficult to sell. Yet the purpose of refunding was to reduce 
the interest burden.** It seemed logical to suggest that in order to 
make the new bonds attractive to investors at a lower interest rate 
Congress must provide what they so much desired and would pay 
for, namely, a long-term bond. This argument was repeated through- 
out the debates, during which the extreme proposal was made by 
Senator Wilson that the bonds run for as long as fifty years.** To this 
Senator Sherman objected with vehemence: 


22. Henry C. Adams, writing about the year 1885, took a strong stand against such 
long-term financing and attempted to account for its occurrence in refunding opera- 
tions partly in terms of human nature: 

“Perhaps there is no temptation presented to the financier so alluring as that which 
leads him to sacrifice control over a debt for a slight though an immediate reduction 
in the annual payment for interest. . . . He sees that, by granting a guarantee against 
new conversion for twenty or thirty years, he can yet further reduce the immediate 
burden of the debt, and the greater the reduction the greater will be his popular repu- 
tation. Few men can withstand such a temptation, but it is against this choice that 
sound financial principles utter their strongest protest” (Public Debts [New York: 
D. Appleton and Company, 1887], p. 227). 

In a later work Adams pointed out that “. . . the policy of debt payment should 
be formulated at the time the debt is thrown into its definite shape, which means that 
both the funding of floating obligations and the process of conversion, which in- 
evitably follow the creation of a debt under the stress of an exigency, should be so 
carried through as to bring the debt into shape for orderly and uniform payment. 
There is no other single act in connection with this branch of financiering that calls 
for so high a grade of business judgment” (The Science of Finance [New York: Henry 
Holt and Company, 1898], p. 564). 


23. During the nineteenth century and into the twentieth there was a marked pref- 
erence for long-term government bonds, even at interest rates below those of shorter- 
term obligations. Economy in the annual interest charge to the government was some- 
times used as an argument for long-term issues. Today the interest-rate pattern is 
the opposite of this: The shorter the maturity the lower the rate; and the argument 
of economy is continually offered to justify a large amount of short-term debt. Saving 
in annual interest payments is, of course, but one of many considerations—and not 
necessarily the most important—in managing a large federal debt. 


24. Congressional Globe, 41st Cong., 2d Sess., March 11, 1870, p. 1860. 
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. never, from the foundation of our Government to this hour, did the 
United States issue a bond under any circumstances that was not at the pleasure 
of the United States to redeem after twenty years, and mostly after fifteen 
years.25 


But Sherman, like other of his colleagues, felt that the proposed 
rates of interest were too low. His words indicate that he did not 
believe bonds bearing less than 5 per cent could be negotiated within 
the foreseeable future. 

The only fear I have as to the success of this measure is on account of the 
rate of interest fixed. I should be very glad, indeed, to see our whole debt funded 
at five per cent, but the Secretary of the Treasury is of the opinion that he can 


negotiate bonds bearing a less rate of interest for a portion of the public debt. 
If he can I hope he will.*® 


Senator Morrill, also doubting that bonds could be sold at less 
than 5 per cent, suspected that the political opponents of the admin- 
istration would vote for the low rates in order to see the project fail." 
It was Sherman who pointed out that the tasks of Chase, Fessenden, 
and McCulloch in selling bonds at par for greatly depreciated “green- 
backs” was much easier than that of “selling... bonds bearing a 
much lower rate of interest for gold at par.’’”® 

Another motive underlying the drive for a long maturity date was 
the desire on the part of some to reduce taxes. In the debates Sher- 
man had said, “Taxes must be reduced; the payment of the national 
debt must be left in part to posterity.” And Senator Sumner, also 
appealing for lower taxes, declared, “the pending measure sacrifices 
the present.”’”° 

The perpetuation of the national banking system and its circula- 
tion privilege was another reason given for a long-term bond. Sum- 
ner made the clearest statement of this view when he said: 

. .. the whole system of national banks is founded upon the bonds of the nation, 
so that at the rate of liquidation now adopted for the national debt the system 
will be without support in the lapse of twelve or fifteen years. The stability of the 
banks which is so vital alike to the national currency and to the pecuniary in- 
terests involved in the business, can be assured only by an issue of bonds for a 
longer term. Of course, the longer the period the more valuable the bond.®® 


The refunding bill which passed the Senate had divided the loan 
into three maturities of ten, fifteen, and twenty years.*" It was in the 
House that demand was strongest for the long-term issue. There a 


25. Idem. 
26. Ibid., February 28, 1870, p. 1591. 29. Ibid., March 2, 1870, pp. 1627-30. 
27. Ibid., March 3, 1870, pp. 1653-56. 30. Ibid., January 12, 1870, p. 380. 


28. Ibid., March 8, 1870, p. 1756. 31. Sherman, op. cit., I, 452. 
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bill offered as a substitute for the one passed by the Senate simply 
provided for an issue of $1,000 million at 4 per cent, redeemable 
after thirty years. Robert C. Schenck, chairman of the Ways and 
Means Committee, pointed out that this provision was intended “to 
make those bonds acceptable to capitalists at home and abroad.”*? 
Three amendments changing the time of redeemability were pro- 
posed and defeated. One sought to make it twenty years; another 
fifty years. The third was proposed by a Mr. Van Trump, whose 
motion to make it a thousand years was received with laughter.** 

The bill readily passed the House and went to a conference com- 
mittee, where, after a number of meetings, a compromise of a sort 
was reached. The $1,000 thirty-year 4 per cent bonds were autho- 
rized; and in addition to them $200 million of 5 per cents and $300 
million of 43 per cents, redeemable after ten and fifteen years re- 
spectively .** 

In the Treasury Department the obsession that a very long-term 
bond was the most desirable for refunding purposes continued for 
some years after passage of the act. Secretary George S. Boutwell, 
for all his zeal in reducing the debt, shared the view that a part of it 
should be used to perpetuate the national bank currency. This was 
revealed when, not long after passage of the refunding measure, he 
proposed that Congress authorize 4 per cent fifty-year bonds and 
require the national banks, on pain of losing their charters, to accept 
them in exchange for the bonds then held to secure their note circu- 
lation.** Against the vigorous hostility of the bankers which this 
high-handed proposal engendered Boutwell attempted to justify 
himself by declaring that he had endeavored to perpetuate the na- 
tional banking system. In his memoirs he wrote: 

I had early foreseen that the Public Debt could be paid without much delay. 
.. . I predicted also that these payments would menace the national banking 
system. My scheme looked for the perpetuation of that system for fifty years at 
least. .. . At that time the capital of all the national banks was limited to three 
hundred million dollars. Thus did the banks defeat a measure which was designed 
to secure their perpetuity and calculated to promote their financial interests. 


They acted upon the idea that the credit of the country could never be so ad- 
vanced that a four per cent bond would be worth par.*6 


32. Congressional Globe, 41st Cong., 2d Sess., June 30, 1870, p. 5018. 

33. Ibid., p. 5025. 34. Sherman, op. cit., I, 452-53. 

35. George S. Boutwell, Reminiscences of Sixty Years in Public Affairs (New 
York: McClure, Phillips & Co., 1902), II, 142. 

In his original refunding proposal, Boutwell had suggested that the banks be com- 


pelled to exchange old bonds for new or lose their charters. He did not, however, 
then favor a fifty-year maturity (Treasury Report, 1869, p. xviii). 


36. Boutwell, op. cit., II, 143. 
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Actually, he believed that $800 million of the debt—approximately 
one-third of it at that time—might be kept outstanding for currency 
purposes: 


Should the present system of furnishing a paper circulation for the country, 
partly by the Treasury and partly by the national banks, be continued, or the 
entire circulation be furnished by the Treasury or by the banks . . . about 
$800,000,000 of the public debt will remain unpaid, existing either in the form 
of treasury notes in circulation without interest, or in bonds owned by the banks 
and held as security for the redemption of their notes, and that only about 
$1,600,000,000 of the principal of the debt is subject to payment.7 


Perhaps to Boutwell 4 per cent was the lowest rate the government 
might expect to pay for many years; perhaps $300 million of bonds 
securing national-bank-note circulation seemed to him a negligible 
part of the debt and might properly be rendered irredeemable for 
half a century; no doubt he valued highly the national banking sys- 
tem of note issue and did not envisage a better one. Yet his justifica- 
tion of the proposal was inconsistent with the energetic drive which 
he made to reduce the debt by every means within his authority. 
More than once he had repeated the sentiments expressed in his 
report of 1870: 

Whatever arguments may be adduced, or whatever theories advanced, the fact 
must ever remain that a public debt is a public evil. It is especially burdensome 


to the laboring classes, and it is, therefore, in their interest to provide for the 
constant reduction of the existing national debt.3® 


In his report for 1875, Secretary Bristow, who was in many re- 
spects an able financier, took occasion to comment on the improved 
public credit and the progress of refunding. Yet he immediately fol- 
lowed this with the proposal that the Loan Act be amended so that 
the 4} per cent bonds (to be redeemable fifteen years after date of 
their issue) be made redeemable “thirty years from the date of their 
issue.” The only reason he gave for such a proposal was that because 
“little inducement is offered in the amount allowed as commissions 
for placing the United States loans, compared with that paid by 
other governments, it is thought important to give these bonds all 
the elements of popularity that may be possible.”*® 

A somewhat more justifiable proposal, which also envisaged the 


37. Treasury Report, 1870, pp. xv—xvi. 


38. Ibid., p. xvi. During the debate in 1868 on the refunding bill which failed for 
want of the President’s signature, Boutwell had vehemently opposed a provision that 
part of the debt mature in forty years. He had said, “we must keep the loan so that 
we can control it ourselves—pay it when we choose” (Congressional Globe, 40th 
Cong., 2d Sess., July 21, 1868, p. 4297). 


39. Treasury Report, 1875, pp. xi-xii. 
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issue of a thirty-year bond, was made by Secretary Morrill in 1876 
in connection with his reflections on the problem of preparing for 
resumption of specie payments. He recommended that the resump- 
tion legislation should give the Secretary authority to fund the 
“sreenbacks” into “a bond bearing a rate of interest not more than 
four and one-half per cent., with not less than thirty years to run.’’*° 

In many respects the Loan Act of 1870 had merit, for most of its 
provisions were sound, and it did much to bolster the public credit. 
But the amount and terms of the 4 per cent issue which it authorized 
were the epitome of poor debt-management policy and short-sighted 
financial statesmanship. Senator Sherman, who served on the con- 
ference committee which determined the final form of the bill, event- 
ually perceived the weakness of the legislation. In his memoirs he 
wrote of it somewhat philosophically: 

. . . It was a compromise which, like many other compromises, was in its 
results an injury of great magnitude, but it was an honest difference of opinion 
between the Senate and the House, in which, tested by the march of time, the 
Senate was right and the House was wrong. But it was perfectly manifest that 
without this concession by the Senate to the House, the bill could not have 

assed. 

. And thus thirty-year securities, subsequently at a premium of more than 
twenty-five per cent, were forced into the law by the determined action of 
the House. 

This proved to be an error.*! 


This unfortunate provision of the act can hardly be excused with 
the comment that “hindsight is better than foresight.” At that time, 
it is true, a rate less than 4 per cent was hardly imagined, but no 
imagination or foresight was needed to perceive that in issuing a 
thirty-year bond there was tossed away a highly important preroga- 
tive. By it the government gave up a valuable option which would 
have enabled it (if conditions became more favorable) again to re- 
fund the debt to advantage. Sherman’s argument that the concession 
made to the House was necessary if the bill was to pass overlooked 
the question whether it should have passed at all with such a provi- 
sion. Refunding at lower rates had, certainly, been long delayed, but 
the time was not especially favorable for its undertaking. There was 
no urgency in the matter, for the conversion operations under Mc- 
Culloch had placed the debt, at the option of the government, on a 
long-term basis. 

Refunding legislation might well have been delayed, even for some 
length of time, at little loss to the government, for a broad market 
even for the 5 per cent issue plainly did not exist when the bill was 


40. Ibid., 1876, p. xv. 41. Sherman, op. cit., I, 453-54. 
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under consideration. Expert opinion in Congress** and elsewhere 
perceived this. The “five-twenties”—which bore 6 per cent—in Feb- 
ruary, 1870, had come close to par, in terms of gold, in Europe. By 
May they had declined to 88.** So slow was the sale of the new bonds 
after passage of the act that the 5 per cent issue, which was offered 
first, was not entirely disposed of until 1876; and refunding was not 
completed until 1879. 


SoME CONJECTURES 


What the real forces were which brought about this major error in 
the management of the debt, or the conditions which permitted it, 
can only be conjectured. It was not the will of the people, and it does 
not appear to have been furthered to any great extent by pressure 
from bankers and conservative investors who stood to benefit from 
it. In fact, the provision for a thirty-year bond was insisted upon by 
the House of Representatives—a body far less sympathetic to the 
desires of vested financial interests than the Senate. The reasons ad- 
vanced to justify it—a lower interest rate, tax reduction, perpetua- 
tion of national-bank-note circulation—appear to have been insuffi- 
cient or specious. 

In a negative way Sherman might be held responsible for the final 
passage of the act, in that its terms did not represent his own convic- 
tions. As the Senate’s leader in matters of finance, and as one of the 
three Senate conferees who compromised with the conferees of the 
House on the bill, he might have let it be defeated. Simply to secure 
its passage, however, he acquiesced to terms much like those to 


42. See above. 

43. The Nation noted that although the 6 per cent bonds of the United States were 
selling to yield 7 per cent in England and Holland, the Treasury expected to sell 
nearly a billion and a half of bonds paying 4 to 5 per cent. January 27, 1870, Vol. X, 
p. 53. 

The London Economist dryly commented, “when the American government has to 
pay 6 per cent for its money, Mr. Boutwell simply offers 1 to 2 per cent less, and 
expects that the public will supply him with the money—the only advantage being 
that the new bonds will be irredeemable for specified terms. It is easy to predict im- 
mediate failure.”” November 5, 1870, Vol. XXVIII, p. 1342. 

The Commercial and Financial Chronicle had opposed the refunding proposition for 
various reasons. It expressed the belief that the agitation which discussion of it pro- 
duced endangered “the financial prosperity of the country,” the bill was “too com- 
plex,” it threatened “changes in banks and banking,” and “it disturbs the currency 
system of the country.” It condemned the bill especially for the reason that it aimed 
at “an object which many men of experience deem incapable of accomplishment in 
the way and at the time proposed. At an immense expense during Mr. McCulloch’s 
Secretaryship, the debt was funded in its present form, and in that form it ought to 
remain for some time to come.” “. . . Any attempt to put the debt in a permanent 
form before [the Government’s] credit is finally established, and the present growth 
of it fully matured, would be premature and injurious.” February 19, 1870, Vol. X, 
p. 229; and June 4, 1870, Vol. X, pp. 709-711. 


44. Ibid., February 26, 1870, Vol. X, p. 262; and May 14, 1870, Vol. X, p. 614. 
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which he had vigorously objected in the Senate debate. It was as if 
he were willing to see adopted almost any kind of refunding measure 
rather than none. 

Though Sherman’s influence might have prevented passage of the 
bill or caused its terms to be modified, nevertheless the enactment 
represented the will of Congress. Few in that body were versed in 
financial matters. Many, doubtless, did not comprehend the import 
of the legislation, or were swayed by the overemphasis of its currency 
aspects. The preliminary conversion of the debt into “five-twenties” 
at a high interest rate appears to have left the impression that a 
radically different type of obligation must be tried. The high con- 
version interest rate was attributed to the type of obligation rather 
than to the state of the public credit. 

Certainly, both for members of Congress and for the people at 
large, this was a period of muddled and contradictory thinking, not 
only in financial matters but in political and ethical matters as well. 
The reversal of debt policy from that of redeemability, controllabil- 
ity, and eventual expungement to the very opposite of these was but 
one of many anomalies and inconsistencies of the time. It had its 
counterpart in various phenomena familiar to students of financial 
history: the resolution of Congress to return to specie payments at an 
early date and its long delay in taking measures to do so; the turn 
from gradual currency contraction to measures of actual inflation; 
President Johnson’s departure from earlier expressed principles 
when he advocated repudiation; Boutwell’s desire to pay the debt 
and yet perpetuate it; President Grant’s inclination toward currency 
expansion and his turnabout in vetoing the inflation bill; the cam- 
paign to make “coin” bonds payable in “greenbacks’’; the unwilling- 
ness of Congress to define the term “coin” in the refunding legisla- 
tion; the vacillations of Boutwell and his successor, Richardson, in 
issuing and redeeming the “greenbacks.” This sort of thing was typi- 
cal of the period. There was lack of consistency, lack of comprehen- 
sion, lack of vision, and often lack of principle. 

A short-sighted policy which overlooked the possibility of chang- 
ing conditions and the need for flexibility in debt management per- 
mitted the unwarranted and uneconomical extension of a large part 
of the debt for a third of a century. 








EUROPE’S MONEY GAME* 


Jack F. BENNETTt 
Washington, D.C. 


THERE IS A GAME which is played in the spring in Europe. It is a 
fairly new game. New plays are still being contrived and named after 
their clever inventors.’ It is an exciting game, too, and in the spring 
there are American devotees around Lafayette and Harvard Squares 
who itch to join the sport in Paris. Perhaps the game is so exciting 
because there are so few rules and because the referee watches from 
a long way off—and is really very lenient anyhow. But, like many 
other games which also are engrossing fun for the players, this one 
can be very destructive to the wealth of those standing by. And really 
it is not a very democratic game, for only a few have the ability to 
play, and even the most gifted tend to lose sight of the ball in the 
middle of a complex maneuver. No one is ever quite sure either just 
what the score is. 

I refer, of course, to the sport of negotiating a new intra-European 
payments agreement for the coming fiscal year. This spring, for the 
fifth time, the game is being played. There is no evidence that the fad 
is passing yet, no evidence that the players are ready to turn to quiet, 
less spectacular pursuits. In fact the addicts of the game spurn all 
suggestion that the time has come for them to abandon the arena. 
They have ears only for him who can prove his worth by inventing a 
dazzling new play. So engrossed do the players become in any new 
dodge, they play on for several months after the whistle has blown. 
The referee, the distant National Advisory Council in Washington, 
still has not cracked down. 

The essentials of the game were worked out in the early days of 
the last war,” and in the first few post-war years hundreds of games 

* This article is published with the kind permission of the Instituto di Economia 


Internazionale. It has appeared in Italian in Economia Internazionale, Vol. V, No. 2 
(1952). 

+ The ideas expressed in this article are mine and are not necessarily those of the 
Department of State. 

1. Ansiaux, Tasca, Triffin, Figgueres, Kahn, Smithies, Bernstein, etc. 

2. Probably the first payments agreement of the type prevalent since the war was 
signed on February 10, 1940: “Abkomen zur Reyelung Zahlungsverkehrs zwischen 
dem Deutschen Reich und dem K@6nigreich Bulgarien,” Reichsgesetzblatt, Teil 11, 
1940 (Berlin), p. 251. 
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of singles were played.* In 1947 the big All-European league was 
formed. The annual schedule was established. That first year the 
playing was not very rough. When it was all over the mild little 
“First Agreement on Multilateral Monetary Compensation of 18th 
November, 1947” was proclaimed.‘ In the following two seasons the 
game was taken up in greater earnest. Some real struggling took 
place before the “Agreement for Intra-European Payments and 
Compensation, Paris, 16th October, 1948” and the “Agreement for 
Intra-European Payments and Compensations for 1949-50, Paris, 
7th September, 1949”° could be announced. The really big show, 
however, came in the first half of 1950. Even the most avid players 
realized that a year of rest would be necessary after that exhibition. 
When the teams had fought each other to a standstill, as usual some- 
what after the beginning of the fiscal year, the “Agreement for the 
Establishment of a European Payments Union” was reached on Sep- 
tember 19, 1950.’ This time the scheme, known as EPU, was to 
remain in effect until June 31, 1952. 

Now the playing season is upon us again, and I find that J, too, 
have the fever. In fact I have a new play to explain. My conscience 
is lulled by the thought that of all schemes, mine is the most likely to 
bring this payments agreements game to a speedy and happy ending. 
And while the game lasts, the scheme would at least make it a far 
more popular spectator sport. 

This year the negotiators of a new payments agreement will have 
to take into consideration several developments since EPU was born. 
One development is that the members of EPU have accumulated 
sizable imbalances.” While France and the United Kingdom are 
greatly in debt to the Union, three countries, Belgium, Italy, and 
Portugal, have, as of December 30, credit surpluses in excess of 


3. The prototype of the early postwar agreements was signed October 21, 1943: 
“Convention Monetaire Belgo-Luxembourgeoise-Neerlandaise,” Staatsblad van het 
Koninkrijk der Nederlanden, 1944, No. E76 (London: Waterlow and Sons, 1944), 
pp. 1-13. Partial listings of the agreements are given in Judd Polk and Gardner Pat- 
terson, “The Emerging Pattern of Bilateralism,” The Quarterly Journal of Economics, 
LXII, No. 1 (November, 1947), 129, and in Bank for International Settlements, 
Seventeenth Annual Report (Basle, June 16, 1947), p. 128. 

4. Bank for International Settlements, Eighteenth Annual Report (Basle, June 14, 
1948), p. 167. 

5. Bank for International Settlements, Nineteenth Annual Report (Basle, June 13, 
1949), pp. 232-54. 

6. Bank for International Settlements, Twentieth Annual Report (Basle, June 12, 
1950), pp. 263-86. 

7. Organization for European Economic Coopcration, Agreement for the Establish- 
ment of a European Payments Union (Paris, September 19, 1950). 

8. Internationa! Monetary Fund, International Financial Statistics, Vol. 5, No. 2 
(Washington, February, 1952), p. xii. 
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their assigned quotas, and Sweden is expected soon to join these 
three. EPU is faced with the need for regularizing the payments to 
be made to these extreme creditor countries. 

Another important development is the tremendous increase over 
the last two years in the rate of offshore procurement with the dol- 
lars appropriated for aid to Europe. The greatest proportion of this 
offshore procurement consists of the purchase in Europe with dollars 
of equipment for the armies of Europe. Related to this growth is the 
current conflict between the economists and the generals over how to 
divide the aid given by the Congress. The negotiators will have to 
take into consideration the fact that the legislators have shown a 
marked preference for the generals in this argument.’ Perhaps in 
the coming fiscal year all of the aid will be earmarked for the gen- 
erals. My scheme seems well adapted to these trends. 

Optimally the scheme would be one which would fire the govern- 
ments of Europe with the courage to take those measures necessary 
to establish forthwith freely fluctuating exchange rates of the current 
Canadian brand; the scheme would then steel those governments with 
the self-control necessary to see that nothing would be done to cause 
wide fluctuations in those free rates. But, alas, the scheme is far 
more modest. It accepts fixed, overvalued exchange rates, with the 
accompanying lofty import barriers, as basic facts. The scheme 
merely provides an improved payments mechanism to be used so 
long as more basic remedies are not swallowed. The scheme destroys 
the argument of despair that the only alternative to EPU is a return 
to the pattern of bilateral payments agreements. 

Under the scheme each government participating in the Organiza- 
tion for European Economic Cooperation would set a price in con- 
trovertible currency for the unit of its own currency, this price to be 
lower than the price at the official exchange rate. This lower price 
might be called the premium rate. The existence of a premium rate 
would have no direct effect on any private international transaction. 
All ordinary international transactions would continue to be calcu- 
lated on the basis of the official rate of exchange. A government 
would use the premium rate only when selling to the governments of 
the other participating countries sufficient amounts of its currency 
to pay for its exports to those countries. While each government 
would set its own premium rate, a government would charge the 
same premium rate to all the governments participating in the 
scheme. A government might vary its premium rate without chang- 


9. Senator Byrd’s alternate budget is an extreme example, Congressional Record, 
82d Congress, 2d Sess., Vol. 9, No. 24, Tuesday, February 19, 1952, p. 1131. 
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ing the official rate, or if it wished, vary the official rate without 
changing the premium rate. Thus, different countries might have 
premium rates which were different percentages of their official rates, 
and at different times any given government might have different 
premium rates. 

As a country’s economic position improved, the government might 
wish to raise the premium rate toward the official rate. Conversely, 
as the economic position declined, the government might wish to 
lower the premium rate. Such a reduction in the premium rate would 
not in itself make the country’s exports more desirable to private 
foreign importers. This would be accomplished only by a change in 
the official rate, a type of change European governments have shown 
themselves willing to make very infrequently. Rather, the reduction 
in the premium rate would be an attempt to induce foreign govern- 
ments to reduce barriers against imports from the country whose 
economic position had deteriorated. Correspondingly, an increase in 
the premium rate would signify that a government felt it had less to 
fear from import restrictions in the other participating countries. 

In deciding in which market to buy, a private importer concerns 
himself with the levels of commodity prices and with official rates of 
exchange. With a system of premium rates in effect, a government 
would judge the real cost of imports by the commodity price levels 
and the premium rates. The real cost calculated from these factors 
would influence the pattern of import restrictions. A rise in any coun- 
try’s premium rate combined with a reduction in its commodity price 
levels could have an offseting effect on the import restrictions faced 
by the country. Similarly a reduction in the premium rate could off- 
set a rise in the level of a country’s prices. 

This scheme has several points of strong resemblance to EPU. 
Each government in EPU also sells its currency at a premium price 
to the other participating governments. To be sure, the premium rate 
is somewhat disguised. In EPU a government supplies its currency | 
in exchange partially for fully convertible currency and partially for 
some securities which, though they are not fully convertible, are 
nonetheless given full value at official exchange rates. However, a 
government which sells its currency at par for inconvertible currency 
is selling at a premium rate just as much as is a government which 
sells its currency for less than its full equivalence in convertible cur- 
rency at official rates. 

There is, moreover, the same purpose behind the premium rates 
built into EPU. The framers of EPU thought of it as a means of pro- 
tecting the export trade of each member country from strangulation 

















































438 The Journal of Finance 


by the import restrictions of the other member countries. EPU also 
bears a resemblance by providing that each country can sell its cur- 
rency at a different premium rate but must sell at the same premium 
rate to all comers. 

Despite these resemblances there are significant differences be- 
tween the premium rate scheme and EPU. Taken together these dif- 
ferences seem to me to be overwhelmingly in favor of the former 
scheme. Yet there are to the premium scheme some possible disad- 
vantages other than those inherent in trying to live with a set of 
overvalued exchange rates. Some may feel that the scheme is too 
simple and too honest. The public and the legislatures could under- 
stand the working of the scheme, and they might challenge the } 
bureaucrats to justify policies which could be pursued peacefully be- 
hind a protective screen of verbiage and complexity under the EPU 
procedure. Others might atack the premium scheme from the ac- 
countant’s angle. Where, it might be asked, is the money coming 
from to make up the difference between the currency given out and 
the currency received when a government sells some of its currency 
at a premium rate? The answer must be that the double entry book- 
keeping does not always reveal ultimate truth; the government must 
acquire the difference just as it acquires the funds for any other 
budgetary expenditure. The expenditure of the funds is no less infla- 
tionary in EPU when the expenditure is accompanied by the deposit 
of overvalued foreign securities in the public treasury. 

A more substantial disadvantage may be the possibility that the 
premium scheme would give rise to restrictions created merely for 
use in bargaining. The rules of commercial policy which accompany 
EPU provide a partially effective ban on discriminatory restrictions 
on intra-European trade.’® Even if this ban remained in effect the 
premium scheme would still have much to recommend it. When a 
particular country lowered its premium rate the other countries 
could adjust their multilateral restrictions in such a way as to favor 
the products most likely to be imported from the country lowering 
its rate. Clearly, however, variations in the premium rate would have 
far more effect if the prohibition on discriminatory restrictions were 
removed; when a country lowered its premium rates, the other coun- 
tries would have an incentive to lower their restrictions on imports 
from that country. It will be shown that the permission of this dis- 
crimination does not imply a return to any greater currency discrim- 
ination than that which exists in EPU. It will also be argued that 
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10. “A European Union and the Rules of Commercial Policy To Be Followed by 
Member Countries,” Document C(50) 190 (Final) of the Organization for European 
Economic Cooperation (Paris, July 7, 1950). 
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the allocational efficiency of the system is improved by such dis- 
crimination as far as the import restrictions are concerned. The dif- 
ficulty lies in the fact that upon the repeal of the prohibition, bi- 
lateral bargaining would likely become even more prevalent than it 
now is. Pairs of nations would dicker over reciprocal reductions in 
import barriers, and the danger would be that the net result of the 
total process would be even greater barriers to trade. This unfortu- 
nate result would come about if the reductions agreed upon were 
more than offset by restrictions imposed by each government to pro- 
vide itself with bargaining weapons in the bilateral negotiations. This 
development would be made far less likely by the fact that the per- 
mission to discriminate would by no means require the abandonment 
of the liberalization pledges by which the participating governments 
have undertaken to limit the total value of their trade which is 
affected by restrictions. Moreover, the greater ease of conducting 
bilateral negotiations as contrasted to multilateral negotiations 
might facilitate lowering the level of restrictions well below the 
liberalization pledges. This discussion recalls the ancient unsettled 
disputes over the virtue of the most-favored-nation clause in tariff 
treaties. It is a disadvantage, at any rate, that the premium scheme 
opens the door for bargaining restrictions. 

To overwhelm this and the other disadvantages, there are some 
impressive advantages to the simple premium scheme. In contrast to 
EPU, the premium scheme adequately takes into consideration the 
different degrees of overvaluation of the various currencies of 
Europe. A member government of EPU receives exactly the same 
discount when buying Belgian francs as when buying Norwegian 
kroner; no account is taken of the facts that the Belgian franc is a 
far harder currency, that prices in Belgium are more nearly in line 
with the official exchange rate, and that, for this reason, governments 
require less discount incentive before allowing their citizens to buy 
from Belgium. Under the rules of EPU, a government has no reason 
to prefer that its citizens export to a country which is paying for its 
purchases with one of the more valuable currencies. The exporting 
government receives payment of the same sort regardless of the 
direction of its exports in Europe. The premium scheme, on the 
other hand, is designed to take account of the relative softness of the 
different European currencies. The premium rate on the Norwegian 
krone would be less than the premium rate on the Belgian franc. 
The scheme would, therefore, remove the inverted incentives of EPU 
which tend to induce governments to concentrate the buying of their 
citizens in the harder currency areas and their selling in the areas 
of softer currency. 
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In this respect, the scheme is an improvement, not only on EPU, 
but also on several other published proposals. R. F. Kahn sug- 
gested in 1949, and again in 1950, what he called the “discount 


~ scheme.’”** Premium rates which were the same percentage of offi- 


_.. 





cial rates were suggested for all the participating countries. In 1950 
also Arthur Smithies suggested that all payments between the Euro- 
pean countries be made in fully convertible currency, but after a 
uniform delay of a year or of some suitable period of time.’* These 
two proposals were essentially the same, for full payment long de- 
layed is as much of a premium to a buyer as is reduced payment 
made immediately. Neither of these two schemes, any more than 
EPU, discriminate between currencies of widely different preten- 
sions. The Managing Board of EPU has stated in its report that this 
was one of the greatest difficulties encountered in the first year of 
operation.’* 

Akin to this lack of discrimniation in EPU between the currencies 
of different nations is the lack of any adequate method for adapting 
the premium rates to the changed economic positions of the same 
currency at different points in time. As a country accumulates an 
import surplus in EPU, the government pays an increasingly higher 
premium rate for other currencies. And when a country has accumu- 
lated a large export surplus in EPU, the currency of that country is 
sold for a higher premium rate. There is thus in EPU some difference 
in treatment of a currency as the economic situation changes. Aside, 
however, from the obvious inadequacy of a purely automatic rela- 
tionship between the premium rate and a single economic indicator, 
how can a country’s cumulative balance in purely intra-European 
trade be justified as the measure of the need for a premium rate of 
exchange? It is by no means inconceivable that a country’s economic 
position could substantially improve with no change in the cumula- 
tive intra-European balance of trade. And, on the other hand, it is 
probably appropriate that any European country with an unchanged 
economic condition have a steadily increasing cumulative imbalance, 
plus or minus, in intra-European trade. The rules of EPU seem to 
imply that there is something normal about balanced trade within 
Europe. On the contrary, the premium scheme is designed to allow 
any country to work out a completely multilateral balance. The 


11. R. F. Kahn, “A Possible Intra-European Payments Scheme,” Economica, New 
Series, Vol. XVI, No. 64 (London, 1949), pp. 293-304; “The European Payments 
Union,” New Series, Vol. XVII, No. 67 (August 1950), p. 315. 


12. Arthur Smithies, “European Unification and the Dollar Problem,” Quarterly 
Journal of Economics, Vol. LXIV, No. 2 (Cambridge, May, 1950), pp. 159-82. 


13. Organization for European Economic Cooperation, Eurpean Payments Union, 
First Annual Report of the Managing Board (Paris, August, 1951), pp. 37, 40. 
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currency received at the premium rate would be completely con- 
vertible. A country with an export surplus in Europe could use its 
entire earning to cover an import surplus in trade with the rest of 
the world, and vice versa. At the same time alterations in a country’s 
premium rates could be made, when needed, on the basis of the 
country’s total economic position, not automatically in accordance 
with variations in one segment of its total trade. 

The opportunity for these alterations in the premium rate to be 
made gradually when needed avoids another disadvantage of the 
EPU system, namely, its abrupt discontinuities. Writing in 1949, 
R. F. Kahn said that “the abrupt transition at the gold point from 
complete inconvertibility to complete convertibility has always repre- 
sented a crazy element in our financial arrangements.’”** He was 
speaking of the payments agreements which preceded EPU, but 
EPU has provided only a partial correction. Payments to a creditor 
in EPU stlil leap from zero to 50 per cent gold payment. Payments 
by the debtors still progress by 20 per cent jumps. Such sudden shifts 
in the incentives given by premium rates are apt to cause unneces- 
sarily abrupt changes in trade restrictions and unnecessarily disrup- 
tive disturbances to commerce. The premium scheme encourages 
small and gradual changes and should, therefore, be far less capri- 
cious in its effects on international trade. The desired transition to 
full convertibility of currencies could be made gradually and smooth- 
ly by each country at the pace set by its own capabilities as the 
premium rate were raised to equality with the official rate of ex- 
change. 

While that great day of convertibility is still coming, the premium 
scheme would seem to promise that Europe would reap more of the 
benefits of comparative advantage in its trade. The very existence of 
two rates, an official rate and a premium rate of exchange, violates 
the rules for maximizing the gain from international trade. When a 
country is selling at both rates, it is obvious the rule is being broken 
that sales should be made to the highest bidder. Distortion can be 
expected when private dealers are trying to direct trade by costs cal- 
culated at one exchange rate and governments are trying to direct 
trade by costs calculated at another rate. These difficulties are com- 
mon to both EPU and the premuim scheme. EPU, however, com- 
pounds confusion; the allocational efficiency is further undermined 
because the premium rate which an importing country pays is made 
different from the premium rate which an exporting country receives. 
An importing country may be paying 40 per cent in gold to buy from 


14. Kahn, “A Possible Intra-European Payments Scheme,” p. 295. 
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one country which is receiving no gold in payment and to buy at the 
same time from another country which is receiving 50 per cent gold 
payment. There is thus no incentive for a country to direct its pur- 
chases to the countries where prices are actually cheapest nor for a 
country to direct its sales where prices are actually highest. 

In addition to the distortion which the EPU system introduces 
into the pattern of trade in Europe, another opportunity for waste is 
created. When Germany exceeded its quota in EPU, a loan was 
granted.’® Why not? The other countries had little to lose. The loan 
may have been wise but the system does not seem to provide incen- 
tives for careful judgment on the part of the other members of EPU. 
Regardless of how little gold Germany paid into EPU for its import 
surpluses, the other countries received gold payments in accordance 
with the preordained scales. The only thing at stake was proper hus- 
banding of the United Scates contribution to the Union. Correspond- 
ingly, the other members in EPU do not have a full stake in opposing 
a high percentage of gold payment to a country which surpasses its 
export surplus quota. For a time at least the import surplus nations 
would pay in the same amounts of convertible currency regardless 
of the percentage of hard currency going to the export surplus nation. 
Nonetheless, when sizable export surpluses are approached by men- 
bers holding a minority of the quotas in EPU, ways must be found 
to avoid exhaustion of the Union’s liquid resources. There are various 
ways of accomplishing this: for example, ad hoc arrangements could 
be made with each creditor for a sufficiently low premium rate; the 
creditor quotas could be increased across the board; the Union could 
borrow from the International Monetary Fund. All these ways re- 
quire new negotiations. Under the simple premium scheme, the prob- 
lem of negotiating the percentage of gold payment to the extreme 
export surplus nation would disappear. Since the importing nations 
would be paying just what the exporting nations were receiving, the 
latter, Belgium, for example, would see to it, in the interests of its 
own trade, that the premium rate were not set too high. 

It is in fact a general advantage of the simple premium scheme 
that the burden of negotiation would be reduced. Some negotiation 
would still be necessary, to establish the rule that the currency dis- 
crimination inherent in the scheme would be carried no further. The 
premium scheme is based, just as is EPU, first, on the evident will- 
ingness of the United States to allow an intra-European premium 
rate which discriminates against the dollar, and, secondly, on the 


15. Organization for European Economic Cooperation, European Payments Union, 
pp. 21-24. 
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European willingness to agree that the currency discrimination will 
be carried no further. In these days of “economists and calculators” 
it probably would be necessary to embody this latter willingness in 
a pledge by each government that it would not charge different prem- 
jum rates to different governments participating in the scheme. Aside 
from the work necessary to secure this pledge, the establishment of 
the simple premium scheme would seem to require no complex nego- 
tiations. Once established, the scheme would seem to be practically 
self-policing and, should the need arise, easy to terminate. 

The EPU, on the other hand, involved extensive negotiation be- 
fore it could be established, requires an institution to carry on its 
operations, and is likely to leave an extremely burdensome legacy 
for future negotiators to handle. 

EPU was conceived in the same symmetrical form which the bi- 
lateral payments agreements of the early postwar years had used. 
This fact in itself accounted for some of the long agony of the nego- 
tiations. The bilateral payments agreement was a contract in which 
considerations were exchanged. The bargaining to reach the contract 
was made more difficult because the governments often limited them- 
selves to exchanging considerations of exactly the same sort: each 
government promised to sell its currency at a premium rate to the 
other, and, for some unknown reason, it was generally felt that the 
discontent should be the same on both currencies involved. This 
practice increased the difficulty of negotiating agreements since there 
was a wide range in the degree of overvaluation of the different cur- 
rencies of Europe. To further complicate matters, a typical bilateral 
agreement provided that the premium rate charged by a government 
would apply, not to all of its exports to the other country, but only 
to that portion of the exports in excess of the imports from that 
country. Rarely was the imbalance in trade between any pair of 
countries equally likely to move in either direction. Thus, the nego- 
tiators of a bilateral agrement had a difficult task. They had to arrive 
at a mutually satisfactory balancing of expected gain and loss when 
dealing with currencies of different degrees of softness; at the same 
time they had to calculate on the basis of the expected imbalance of 
trade, which could only be predicted with a far greater percentage 
of error than the less volatile figure of the total volume of trade be- 
tween the countries. When the negotiators of EPU attempted to 
produce a similar agreement among fifteen governments at once, 
their difficulties were multiplied. Currencies of many different de- 
grees of overvaluation and even of no overvaluation were involved, 
and better crystal-gazers were needed to predict the imbalance in 
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intra-European trade as a whole. The travail did bring forth one very 
significant improvement over the pattern of bilateral agreements; 
the EPU agreement embodies the pledge that the same premium rate 
will be charged by any one country to all the other participating 
countries. 

Yet how much more simply the premium scheme could have intro- 
duced that reform. Each country would set a premium rate for the 
sale of its currency to all other participating countries. Until the rate 
were changed it would apply on all exports to those countries regard- 
less of the flow of trade in the other direction.** A government could, 
therefore, confidently predict the real cost of an import without hav- 
ing to guess the imbalance in trade in the manner necessary in EPU. 

The unnecessary complexity of the EPU scheme did not end with 
the negotiation of the agreement. During the life of the agreement, 
a continuing organization is needed to exercise discretion in certain 
matters, to insure obedience to the complex rules in the monthly 
operations, and to administer the fund of convertible currency held 
by the Union. A number of matters are left unsettled in the EPU 
agreement. The Managing Board must sit in judgment, for example, 
to decide what steps must be taken when a creditor country exhausts 
its quota, or to decide when the special assistance proffered by the 
United States should be requested for a debtor in straitened condi- 
tion. The Managing Board must also oversee the clearing performed 
by the Bank for International Settlements as agent of the Board. 
This new institutional arrangement was made necessary by the com- 
plexity of the rules of EPU. When solely convertible currencies are 
paid, as in the premium scheme, the existing private banks are quite 
capable of performing the clearing of payments. Lastly, the Manag- 
ing Board must assume responsibility for the working capital fund, 
initially of $350 million, which is made necessary in EPU by the 
separation between the premium rate paid and the premium received 
as a result of any transaction between the participating countries. 
The Board must take care that the Union is not bankrupted by too 
great lenience to extreme debtors or too great generosity to extreme 
creditors. 

For none of these reasons would a continuing management body 
be necessary to the simple premium scheme. There would be no call 
for group discretion. A superstructure would not be erected on top 
of the existing banking system. There would be no pool of gold to 
be guarded. Nor would a central institution be required to dissuade 


16. It is instructive to note that under this system there might be, depending on 
the difference in the premium rates, a gold flow from one government to another even 
though trade, calculated at the official rate of exchange, were balanced. 
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countries from using their own judgment in the setting of their ex- 
change rates, official or premium. A clean break would be made from 
the myth enshrined in the International Monetary Fund that there is 
something to be feared from a competitive depreciation. Both the 
natural desire of a government to earn as much as possible from its 
exports and the common public dislike of an extreme subsidy to any 
segment of the economy would oppose the setting of extremely low 
premium rates. And any public pressure for lower official rates is 
probably devoutly to be wished in Europe today. 

If, however, the premium scheme were introduced and then found 
to be wanting, the offer of premium rates could be withdrawn. That 
would end the matter. Not so, with EPU. When a country decides 
to withdraw from the Union, or when it is decided to dismantle the 
organnization, the troubles are only beginning. Debts owed to or by 
EPU must be converted into term securities of the participating 
countries. Every government which is in debt to EPU must give 
securities to each of the other participating governments, and every 
government which is a creditor must receive securities from every 
other participating government. These securities will then remain 
for years as a fit subject for dispute and negotiation between the 
governments whenever payments difficulties arise. 

Looked at from every angle, EPU seems to be an unnecessarily 
complex device. In the coming years this complexity, if left un- 
corrected, could severely hamper the mutual security program in 
Europe. It will be increasingly important for the payments mecha- 
nism to be one which facilitates the huge program of offshore pro- 
curement of military items. Today EPU and the offshore procure- 
ment procedure do not constitute an integrated system for directing 
American aid to Europe. One difficulty with the present arrange- 
ment is that the making of an offshore dollar purchase in a country 
is not separated from the provision of economic aid to that country. 
Dollars spent in offshore procurement are converted into the re- 
quired local currency at the official rate of exchange. Therefore, 
when a country sells for dollars an item for military use, it may be 
said that the country is receiving as economic aid the difference 
between the value of the dollars received and the lesser value of 
the combination of dollars and of EPU obligations which normally 
would be received for an export to another European country. The 
difficulty arises when it is desirable to concentrate military pur- 
chases in one country while concentrating the aid in another. The 
difficulty will be increased if in future years Congress appropriates 
aid only for military purposes. One possible solution would be to 
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make all offshore purchases with EPU units which the United States 
would buy for dollars from the EPU on a one-to-one basis. The 
country in need of assistance could then be helped by being re- 
quired to pay the union only a small percentage of gold for its intra- 
European import surpluses. Another somewhat more flexible alter- 
native would be to buy the needed EPU units with the currency of 
the country in need. That currency would be bought for dollars on 
the basis of the official rate, thus directing the aid where needed. 

Both of these solutions follow the gadgeteering approach of find- 
ing devious new ways of achieving an objective. It would be simpler 
to brush away the inherited obstacles to a direct approach. The 
major obstacle is the habit of converting aid dollars into foreign 
currency at the official exchange rate regardless of the degree of 
overvaluation of the foreign currency. It is this habit which binds 
together the giving of aid and the making of an offshore purchase. 
The introduction of the premium scheme would offer a convenient 
opportunity and method for breaking the habit. The United States 
government could provide that its offshore purchases would be made 
in each participating country at the premium rate. The purchases 
would be made in the cheapest market when both the commodity 
prices and the premium rates were taken into consideration. The 
giving of aid would then be largely separate from the purchases. 

Probably a desirable arrangement would be for the aid dollars 
to be deposited in a pool of convertible currencies to which the 
other countries would also contribute. From this pool, expenditures 
for the European army would be made in the cheapest market calcu- 
lated on the basis of the premium rates. The different economic ca- 
pacities of the different nations would be taken into consideration 
in the size of their contributions to the pool together with their direct 
defense expenditures. This arrangement indicates how easily the 
premium scheme could contribute to an understandable and orderly 
mutual defense program in Europe. On the other hand, if EPU is 
retained, it will probably be at the expense of added complications 
to an administrative setup which is already almost incredibly con- 
plex. 

The framework of utter confusion in which Europe’s payments 
mechanism must function in the coming year reinforces the need 
for a more understandable replacement for the European Payments 
Union. One such replacement has been presented. For the premium 
scheme, many advantages have been listed. Most of these advan- 
tages can really be reduced to one. This paper is written in defense 
of a little simplicity in Europe’s money game. 
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RECENT DEVELOPMENTS IN PREFERRED 
STOCK FINANCING 


DonaLp A. FERGUSSON 
University of California 


THE GROWING IMPORTANCE of preferred stock issues among public 
security offerings of corporations in recent years is indicated in 
Table 1. ti 

Annual data on underwritten corporate financing for the years 
1949 and 1950, as reported in the Investment Dealers’ Digest of 
January 22, 1951, are presented in Table 2. These data cover issues 


TABLE 1* 
PREFERRED Stocks REGISTERED PREFERRED STOCKS OFFERED 
with SEC For CASH SALE 


(INCLUDES PRIVATE PLACEMENTS) 
Amount (Millions Per Cent of Amount (Millions Per Cent of 


of Dollars) Total of Dollars) Total 
ere $3 ,047 13.7 $3 ,527 11 
1940-44........ 812 12 851 8.7 
1935-39....... 1,003 8.6 904 ee 


* Compiled from Securities and Exchange Commission, Fifteenth Annual Report (Wash- 
ington: Government Printing Office, 1950), pp. 5, 210. 





TABLE 2 
1950 1949 

Total Total 

Dollar Per No. of Per Dollar Per No. of Per 

Amount Cent Issues Cent Amount Cent Issues Cent 
Bonds ee. 65 183 32 $2,125 69 226 43 
Preferred stocks. ... 600 16 112 20 353 11 97 18 
Common stocks... . 733 19 271 48 613 20 204 39 

$3,762 100 566 100 $3 ,090 100 527 100 


registered with the SEC, filed with ICC, filed with the SEC by notifi- 
cation (issues of $300,000 and less), and bank stock offerings made 
by underwriters. They reveal that during 1949 preferred stock issues 
constituted 18.2 per cent by number and 11.4 per cent by dollar 
volume of all underwritten corporate securities and that for 1950 
the preferred stock percentages rose to 20 per cent and 16 per cent 
respectively. Thus the situation illustrated by Table 1 has continued 
to develop at an accelerated rate. 

An investigation into the factors responsible for the increased use 
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of preferred stock financing by corporate managements is currently 
being carried out by the writer of this paper in an attempt to assess 
the significance of this development and these factors to issuing 
corporations, investors, and the investment banking machinery.’ At 
the present time, a preliminary report on the changing form of the 
preferred stock contract is presented as one of the factors leading to 
the greater acceptability of this type of financing instrument. 


DEVELOPMENT OF THE PREFERRED STOCK CONTRACT 


The earliest use of the preferred stock device in the United States 
apparently occurred in 1836 when the Maryland legislature author- 
ized state subscriptions to the stocks of five internal improvement 
companies.” These stocks were to yield a preferential dividend of 6 
per cent annually commencing three years after subscription. The 
poor financial condition of the companies necessitated the granting 
of this prior claim on earnings. The state, already a substantial com- 
mon stock investor in the enterprises, was unwilling to contribute 
additional capital to complete, rebuild, or improve the railroads and 
canals concerned unless granted a preferential dividend position. 

In the early 1840’s, use of the preferred stock device was extended 
to individual investors because of the necessity of building up the 
outside equity of many railroad companies before the state legisla- 
tures could be induced to provide further funds. By 1847 the prac- 
tice of paying “interest” on new stock subscriptions for a specified 
length of time or until the line was in operation between two speci- 
fied points had become common, particularly in New York and 
Massachusetts.* 

The preference as to dividends was the vital respect in which these 
early preferred stocks differed from common. Even at this time, how- 
ever, there was a tendency to compare these issues with debt securi- 
ties rather than with common stock. By the foremost railroad law 
student of the day they were regarded as “only a form of mortgage” 
which might lawfully be issued as a mode of borrowing, when a com- 


1. Questionnaires have been submitted to a group of investment bankers who have 
managed the underwriting of a large sample of preferred stocks issued during the 
period 1946-50. This sample was chosen from the Investment Dealers’ Digest Corporate 
Financing Section for those years. The writer believes that the bankers’close acquaintance 
with market conditions as well as with corporate management’s preference in financing 
puts them in a position to provide accurate and extremely useful information on the 
factors responsible for the growth of preferred stock financing. 


2. See George H. Evans, Jr., “The Early History of Preferred Stock in the United 
States,” American Economic Review, IX, No. 1 (March, 1929), 43-58, for a detailed 
account of the origin of preferred stock. 


3. Evans, op. cit. 
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pany possessed both the right to increase its capital stock and the 
power to mortgage.* Thus, unless specified to the contrary, they were 
cumulative as to dividends. Because of the temporary character of 
the dividend preference they were almost always non-participating 
and non-convertible though the germs of the participating and con- 
version provisions are to be found in a few of these early issues. For 
the same reason, they ordinarily had the same voting rights as the 
common stock. 

In the following decade the idea developed of forcing weak bond- 
holders of reorganized railroads to accept preferred stocks in place 
of bonds in order to reduce interest charges.° In the more numerous 
railroad reorganizations of the 1890’s, preferred shares were again 
used to give junior bondholders a preference over common share- 
holders without giving them a fixed charge security.* Thus an instru- 
ment which had originated to meet an emergency situation in financ- 
ing expansion of the railroad industry came to be used largely as a 
recapitalization device in the same industry. Since the primary pur- 
pose of the reorganization issues was to reduce fixed charges they 
tended to be non-cumulative as to dividends. Even today most non- 
cumulative issues still outstanding originated in this manner. 

From the transportation field use of the preferred stock device 
spread rapidly to other industries. During the merger movement of 
the 1880’s, for example, it became common practice to issue high- 
dividend preferred stock to the investing public while the common 
shares were regarded as a speculation.’ In the boom conditions of 
World War I and particularly during the decade of the 1920’s there 
was a very substantial development of preferred stock financing in 
order to raise larger quantities of capital by widening investor ap- 
peal through different types of securities and at the same time re- 
taining control of the corporation in the common stockholders and 
reaping for them the advantages of trading on the equity during a 
period of high corporate profits. The mushroom growth of public 
utility holding company empires during this period was an especially 
important factor since they were financed largely by public issues of 
bonds and preferred stocks so as to concentrate control in, and mul- 
tiply the profits of, their organizers. Preferred stock thus reached its 


4. Evans, op. cit. 

5. Hiram L. Jome, Corporation Finance (New York: Henry Holt & Co., 1948), 
p. 66. 

6. A. S. Dewing, The Financial Policy of Corporations (New York: Ronald Press Co., 
1941), I, 134-35, footnote b. 

7. Dewing, op. cit. See also C. W. Gerstenberg, Financial Organization and Man- 


agement (New York: Prentice-Hall Co., Inc., 1939), pp. 633-48, for his discussion of 
“scientific” plans of amalgamation, which develops this point. 
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peak in popularity during the 1920’s, accounting for as much as 20 | 


per cent (in dollar volume) of total new issues in the year 1928.8 


However, the form of the contract was not very carefully investi- | 


gated and in many instances the preferred stockholder’s preferences 
were to prove to be very minor or non-existent.* The many losses 
suffered by preferred stock investors during the market slump of the 
early 1930’s and again in 1938 also contributed to the growing un- 
popularity of this type of financing instrument as an investment me- 
dium. This unpopularity was reflected in the rapid decline, already 
demonstrated, in the relative importance of preferred stock issues 
during these periods. Preferred stock was then claimed to have all 
the disadvantages and none of the advantages of the two clear-cut 
security types, bonds and common stock.’® And investors were 
warned, justifiably, no longer to place any reliance upon the desig- 
nation “preferred” but to investigate carefully the detailed provisions 
of the contract before investing. 

One salutary result of these events was that considerably more 
care has since been taken in drawing up the preferred stock con- 
tract. Federal regulatory statutes, regulations under these statutes,” 


8. Badger and Guthmann in their Investment Principles and Practices (New York: 
Prentice-Hall Co., Inc., 1941), p. 208, present the following percentages, based on 
data compiled from the Commercial and Financial Chronicle, for preferred stock issues 
in total financing during the period 1925-39: 


1925 15 1933 5 
1926 12 1934 1 
1927 10 1935 5 
1928 20 1936 6 
1929 . 18 1937 19 
1930 9 1938.. 4 
1931 6 1939 8 
1932 2 


9. This was evidenced in the many recapitalizations which occurred following large 
accumulations of dividend arrearages and in mergers which frequently diluted the 
preferred stockholder’s prior claims. The average market price of preferred stocks listed 
on the New York Stock Exchange suffered a drastic decline from 1929 to 1932, falling 
from $84.99 to $25.38, and again in 1937-38, falling from $75.15 to $46.50, as reported 
by Graham and Dodd, Security Analysis (New York: McGraw-Hill Book Co., 1940), 
p. 184. 

10. 1bid. However, the authors’ position on preferred stocks seems to conflict with 
their basic tenet that in security selection matters of form or legal rights are of de- 
cidedly minor importance. 

Their conclusion, too, as to the complete substitutability of bonds for preferred stock 
issues that turned out successfully, and thus the undesirability of the use of preferred 
from the issuing corporations’ point of view, seems to be inconsistent with the evidence 
they present. This evidence indicates that the common stock equity of the companies 
concerned had been built up after their preferred stock issues and thus could not have 
served as the equity base for bond issues at the earlier dates. For a more favorable 
treatment of preferred stocks as investment media during this period, see Robert G. 
Rodkey, Preferred Stocks as Long-Term Investments (Ann Arbor: University of Mich- 
igan Press, 1932). 

11. In administering various acts the SEC has encouraged the strengthening of 
voting and protective provisions in preferred stock contracts, e.g., in recent public 
utility holding company issues and reorganization issues majority board control passes 
to the preferred stockholders when preferred dividends have not been paid. 
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regulations of the organized security exchanges,” and the corpora- 
tion laws of the states,’* have all encouraged this movement toward 
greater protection of the preferred stockholder. Investment bankers 
and issuing corporations have also undoubtedly been influenced in 
the same direction in order to make their public issues of preferred 
stocks more readily marketable, particularly since institutional buy- 
ers, operating under legal limitations and with skilled investment 
counsel, constitute an important element in this market.’* This 
greater protection in turn has resulted in a growing tendency to re- 
gard preferred stock as a legitimate investment instrument even for 
such conservative purposes as the investment of trust funds.*® How- 
ever, there still persist claims that the preferred stockholder is not 
properly protected by some of the purported “protective” provisions 
of his contract and that the investment banker has the duty to his 
clients of curing these deficiencies and even of taking the lead in the 
effective exercise of the preferred stockholders’ voting rights. 

In an effort to determine what type of contract preferred stock has 
become and to indicate the degree of protection it provides the in- 
vestor, an examination of the contract provisions of a sample of pre- 
ferred stocks issued during the period 1946 to 1950 has been made. 
The results of this examination are presented in summary form in 
Table 3. 


12. The following minimum voting requirements for newly listed preferred stocks 
(taken from the Department of Stock List Statement of May 4, 1940) have been 
established by the New York Stock Exchange: 

“1. The right of the preferred stock, voting as a class, to elect not less than two 
directors after default of the equivalent of six quarterly dividends. 

“2. The affirmative approval of at least two-thirds of the preferred stock, voting as 
a class, as a prerequisite to any charter or by-law amendment altering materially any 
existing provision of such preferred cotract.” 


13. Under the Illinois law, for example, no non-voting stock may be issued by an 
Illinois corporation. The California Corporations Code and many other state statutes 
also grant preferred stock the same right to vote as the common in connection with 
certain important corporate changes. 


14. This point is stressed particularly because of the continuing importance of nego- 
tiated underwritten issues among preferred stock issues. The Defendants’ Preliminary 
Memorandum presented to the United States District Court for the Southern District 
of New York on November 17, 1950, by the seventeen investment bankers charged with 
violating the anti-trust laws reports (pp. 26-28) that nearly 60 per cent of preferred 
stock issues during 1948 were still of the underwritten, negotiated deal type, as com- 
pared with over 80 per cent in 1936. For bonds the corresponding percentages were 3.5 
and 77.7 while common stocks showed no significant change (approx. 55 per cent). 

Of course, institutional investors such as the large life insurance companies would 
have a more direct influence on the form of the contract in the case of the increasingly 
important private placements, from 14.3 per cent of new bond issues in 1936 to 72.4 
per cent in 1948, and from O per cent to 14.9 per cent of the preferred stocks (ibid., 
pp. 26-27). 


15. Cf. Roger F. Murray, “Preferred Stocks for Trust Investment,” Trusts and 
Estates (Jan., 1948), pp. 27-32. 
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Table 3 indicates that there has been a decided tendency toward 
uniformity in certain clauses of the preferred stock contract.’® Pre- 
ferred stock, as currently issued, is fully cumulative but non-partici- 
pating as to dividends, has a liquidation preference over the common 
as to assets, is callable, but has no pre-emptive rights. Most of the 
issues are not convertible and a majority are of the par value type. 
A large majority of the stocks included in the sample are granted 
the general voting right only on a contingent basis but possess ex- 
clusive power for various protective purposes. A sinking fund provi- 
sion is also found in a majority of the issues and a very large major- 
ity have special limitations upon the payment of common dividends. 

Since the meaning of such fundamental provisions as the cumula- 
tive, non-participating, conversion and asset preference provisions 
has been quite definitely established by court decisions over the 
years, the following discussion will be restricted to a consideration 
of the voting rights and other protective provisions which are be- 
coming common in recent preferred stock issues. In this area, too, 
the provisions display more variety and careful examination of each 
particular issue is still required to determine the degree of protection 
afforded the investor. 


PREFERRED Stock VoTING RIGHTS—-GENERAL 


Under normal conditions the right to vote in the election of the 
board of directors is not usually granted to the preferred stock- 
holder. The contracts which confer this general voting power upon 
the preferred stockholder are restricted largely to the issues of cor- 
porations organized in Illinois—since Illinois law does not permit 
non-voting stock—to issues underwritten or distributed in Illinois, 
or to situations where the preferred stock already outstanding pos- 
sesses the voting right. It is reasonable to assume that in the ab- 
sence of statutory requirements or very special circumstances the 


16. This tendency is much more marked than in the SEC classification of registered 


ee stock issues in 1939 which, for the corresponding industrial groups, was as 
ollows: 








Limita- Have Ordinarily 
Total Have tion on Pre-emp- Possessing 
Number of Par Dividend tive Voting 
Issues Value Cum. Part. Payments Callable Conv. Rights’ Rights 
Manufacturing...... 398 278 371 56 61 312 118 75 194 
Merchandising. . 89 67 85 7 7 71 23 11 27 
Electric, Gas, etc.... 123 61 115 10 17 100 6 7 53 
Transp.and comm. 25 19 21 3 + 14 5 4 21 
Pineeciel........... 3 28 36 8 5 33 9 7 13 
674 453 628 84 94 530 161 104 308 


Source: Taken from Securities and Exchange Commission, Statistics of American Listed Corporations, Part I 
(1940), Table 29. 
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general right to vote would not be found in preferred stock con- 
tracts.*? 

The general adoption of the Illinois statutory requirement would 
fit in with the proposals advanced by some eminent economists aimed 
at developing a greater sense of responsibility among investors in 
corporate enterprise.’* Though such a development would be desir- 
able, it is apparent that many investors buy preferred stocks (or 
bonds) largely because they are thus able to avoid these very re- 
sponsibilities of ownership and control over management. And, in 
any event, possession of the general voting privilege would accomp- 
lish very little in the way of protecting the preferred stockholders as 
a class in the typical case where their voting power would be over- 
whelmed by that of a much larger issue of common stock. 


GENERAL VoTING RIGHTS—CONTINGENT 


However, the right to vote in the election of the board is nearly 
always granted to the preferred stockholder in the contingency that 
dividend payments are not regularly made. Typically it does not ap- 
ply until four quarterly dividend periods have been passed without 
dividend declaration and payment. In a considerable majority of 
cases, this right is restricted to the election of a minority of the 
board. However, a significant difference is discernible between indus- 
trial and public utility issues in this regard. The public utility pre- 
ferred stock issues usually provide for the election of a majority of 
the board in this contingency whereas the industrial issues nearly 
unanimously restrict the preferred stockholders’ control to election 
of a minority, and usually a small minority, of the board. Undoubt- 
edly the influence of the Securities and Exchange Commission in ad- 
ministering the Public Utility Holding Co. Act of 1935 has been 
sufficent to make this majority control nearly a standard require- 
ment for preferred stock issues in that industry. Of course, the much 
greater stability of earnings in the public utility industry also makes 
this standard potentially less burdensome there than it would be in 
the case of industrial concerns. From the point of view of the in- 

17. Stevens’ investigation of preferred stocks listed on the New York Stock Ex- 
change indicates that there has been a tendency in this direction for a considerable 
time. By five-year periods from 1885 to 1909 general voting stocks exceeded mixed 
voting stocks whereas the reverse has been increasingly true since that date to 1934, 


the end of the period coverd by his survey. See W. H. S. Stevens, “Voting Rights of 
Capital Stock and Stockholders,” Journal of Business (October, 1938), p. 323. 


18. See, for example, Henry C. Simons, A Positive Program for Laissez Faire (Chi- 
cago: University of Chicago Press, 1934). Simons’ proposal is also part of his plan 
for eliminating the credit creation powers of the commercial banking system in the 
interests of more effective monetary control. 
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vestor’s protection, a good argument can still be made for strength- 
ening the industrial preferred stockholders’ contingent voting pow- 
er2® But so long as the market does not insist on this and no legal 
requirement is introduced, there is very little likelihood that the is- 
suer or underwriter will take the initiative in bringing about such a 
change.”° The fact that large institutional investors purchase high- 
grade industrial preferreds in considerable quantities is a good indi- 
cation that even sophisticated investors are satisfied with present 
voting provisions. 

It has been argued, too, that it is more important to develop tech- 
niques for insuring prompt and effective exercise of preferred stock- 
holders’ current voting rights than to insist on strengthening those 
rights. In this connection the suggestion has been made that respon- 
sibility for proper enforcement of such protective provisions should 
devolve upon the underwriters of the issue.2* This, however, would 
appear to be a backward step since a conflict of interests between 
their issuer and investor clients would be nearly unavoidable. If re- 
sponsible investors are not to be developed by requiring the general 
voting right for preferred stockholders, or otherwise, use of the in- 
denture trustee device or some modification thereof would be a more 
effective method of protecting the preferred stockholder. In many 
current issues individual investors already receive substantial pro- 
tection from the fact that large institutional buyers participate in 
determining the provisions of the contract. And in the event of the 
issuer’s failure to meet the provisions, the prompt and effective action 
which would undoubtedly be taken by these institutional investors 
should further protect the interests of individual investors. 


VotTInc RiGHTS—SUBSEQUENT ISSUES 


All of the contracts investigated, with the exception of a few rela- 
tively small, regional issues, and one very high-grade issue, contained 
a further provision requiring approval of the outstanding preferred 
stock for a subsequent issue of debt securities or an additional prior 
or parity preference stock. It was the lack of protection against un- 
wise expansion financed by prior claim securities more than any 
other factor which had been held responsible for the unfortunate 
experiences of preferred stockholders in the many industrial and 

19. Graham and Dodd have gone so far as to suggest that even bondholders’ present 


default rights, particularly in the event of secondary defaults, might well be replaced 
by a right to receive voting control over the enterprise (0). cit., pp. 253-54). 


20. The SEC may already have sufficient discretionary authority under the “acceler- 
ation” clause of the Securities Act to require such a provision. 


21. See Graham and Dodd, op. cit., pp. 268-69. 
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holding company failures of the 1930’s.?* Maintenance of the pre- 
ferred stockholder’s position with respect to claim on assets and 
earnings has evidently been felt necessary in order to restore pre- 
ferred stock to investment standing. In fact, Dewing, in arguing for 
the inclusion of such provisions, maintained that “this is the only 
form of restriction that is fundamentally significant. All the other 
protections of the preferred stock issue are innocuous ‘safeguards’ 
which help the sale of the stock among investors, without embarrass- 
ing a policy of corporate expansion on the one hand or giving real 
security to the stock on the other.’’* 

In the great majority of cases a two-thirds affirmative vote of the 
outstanding preferred stock is required for approval of the subse- 
quent issue. Since unsecured as well as secured debt issues are typi- 
cally included, one of the great weaknesses found in provisions of 
this character** in earlier issues has been removed. However, in a 
few cases the provision covers preferred stock issues alone and, ina 
substantial number of public utility issues, only preferred stock and 
unsecured debt issues. In many of the latter cases the provisions | 
requiring maintenance of adequate junior capital through limitations 
on common dividends—as discussed later—serve as some protection 
against the excessive use of debt by these issuers. 

In nearly all cases, however, the necessity of obtaining the pre- 
ferred stockholders’ approval of additional prior issues is avoided if 
certain earnings and asset tests are met. The most frequently found 
ratios are the net earnings coverage of interest plus preferred divi- 
dend requirements and a net tangible asset or common stock equity 
coverage of debt and/or preferred stock liquidation value. A work- 
ing capital ratio is also of quite frequent occurrence. 

In public utility issues there has been a strong tendency toward 
favoring a debt-preferred stock-common stock capitalization ratio 
of 2/1/1 since a common stock/pfd. ratio of 1/1 is typical in this 
provision and, as discussed later, the frequently appearing “escala- 
tor clause” restricting common stock dividend payments favors a 
minimum 25 per cent common stock capitalization. In industrial is- 
sues there is a much greater degree of variation found in the stand- 
ards set, with a common stock coverage of debt plus preferred of 
100 per cent most commonly required.” With respect to earnings 





22. Cf. Dewing, I, 159-63 for a discussion of this point. 

23. Op. cit., footnote, p. 160. 24 See Graham and Dodd, op. cit., pp. 261-62. 

25. In most cases these capitalization ratios would compare favorably, so far as 
protection of investors is concerned, with the Graham and Dodd recommended stock 


value / bonded debt minimum ratios of 1/2 for public utility and of 1/1 for industrial 
debt securities. 
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tests public utility issues typically require that earnings before inter- 
est charges be 14 times interest and preferred dividend requirements, 
whereas industrial issues containing this provision usually require a 
corresponding ratio of 3.7 

Undoubtedly such standards do tend to protect preferred stock- 
holders against dilution of their claims either through excessive prior 
issues or through unduly liberal dividend policies. At the same time, 
their maintenance is required as a practical matter even without be- 
ing expressly provided for, if the corporations are to be in a position 
to market future security issues successfully.”* In addition, refund- 
ing issues in general and purchase money mortgages to a substantial 
percentage of the value of new fixed assets acquired are excepted in 
this voting provision. Thus no serious interference with good man- 
agement policies is likely to result from these requirements. 

Unlike earlier periods, the preferred stockholder is now typically 
protected against expansion financed by short-term debt. Short-term 
debt is covered by the phrase “funded debt or any debt for money 
borrowed.” This phrase would, however, exclude trade debt. Occa- 
sionally, too, the pledging of current assets for short-term borrowing 
“in the ordinary conduct of the business” is also specifically excluded 
from preferred stockholder approval. Thus burdensome restrictions 
on normal short-term financing are also avoided. Of course, careful 
checking of the specific contract provisions is still desirable to deter- 
mine whether or not and to what extent the preferred stockholder is 
protected, particularly against unsecured and short-term debt. 

Thus the preferred stockholders are given veto rights over expan- 
sion of assets through issue of prior securities. But these rights typi- 
cally do not apply in cases where such an expansion is justified by 
current earning power and/or the preferred stockholder’s claim is 
adequately safeguarded by present capitalization or liquidity situa- 
tion. This appears to be a reasonable compromise between the shack- 
ling of management’s discretion in financial planning which would 
result from freezing the preferred stockholder’s original position and 
the complete lack of protection of that position which might result 
if management’s discretion were completely unfettered. 


26. Graham and Dodd’s suggested requirements for investment in debt securities 
included an earnings / interest coverage of 1} for public utility and of 3 for industrial 
bonds. With higher postwar earnings Graham has suggested substantially higher mini- 
mum ratios, however. 


27. In a later article, the results of an investigation of the state legal investment 
laws governing institutional investments and their influence on the form of the pre- 
ferred stock contract will be reported. 
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Votinc RicHTs—SALE or AssETs, MERGER, ETC. 


In almost all cases a two-thirds affirmative vote of the preferred 
stock outstanding is required to approve a sale of assets, a merger or 
consolidation, or any amendment to the charter affecting adversely 
the rights of the preferred stockholders.”* Such a provision appears 
to provide the only effective means whereby the preferred stock- 
holders as a class can prevent the impairment of their rights through 
merger or amendment of the certificate of incorporation by the action 
of the common stockholders. The typical provision of state incor- 
poration laws granting preferred stock the same voting right as com- 
mon on such major corporate changes does not provide this protec- 
tion in the usual situation of a much more numerous common stock 
issue. And the courts have held that a preferred stock contract pro- 
vision prohibiting absolutely the impairment of preferred stock rights 
through consolidation or merger is contrary to Section 59 of the law 
of Delaware—which authorizes mergers and details the procedure to 
be followed in bringing them about—and therefore invalid.” 

However, quite frequently merger with a wholly owned subsidiary 
is excepted from preferred stock voting approval. Thus, under Sec. 
59 of the Delaware law, a two-thirds majority vote of the capital 
stock might approve of a merger which eliminated the preferred 
stock claim to accumulated dividend arrearages and to this extent 
impaired the preferred stockholders’ rights and privileges.*° How- 
ever, when merger with a subsidiary does not require preferred stock- 
holder approval, there are often restrictions upon the subsidiary 
aimed at preventing impairment of the preferred stockholder’s posi- 
tion. Without specific restrictions of this type the preferred stock- 
holder would still be protected to the extent of the “fair value” of 


28. Frequently, restrictive provisions with respect to such matters and to further 
debt issues found in an indenture under which debenture bonds are outstanding may 
also be modified by the consent of the holders of two-thirds of the debentures. 


29. Jones v. St. Louis Structural Steel Co. 267 Ill. App. 576 (1932); Langfelder v. 
University Laboratories, Inc., 163 Fed. (2d) 804 (3d Cir., 1947). For a discussion of 
the effect of these decisions see H. W. Ballantine and R. W. Jennings (eds.), Students 
Corporation Law Service (New York: Prentice-Hall Co., Inc., 1950), p. 12011. The 
present writer feels that the importance of these court decisions is somewhat over- 
emphasized because: (1) such a clause has not been commonly found, at least in the 
preferred stock contracts issued since 1945; and (2) opportunity for adequate pro- 
tection of the preferred stockholder’s position is provided by the voting provision 
described above. 


30. See Federal United Corp. v. Havender (1940)-Del.-11 A 2(2d)331. The courts 
will not enjoin such a merger in the absence of a showing that the merger plan is so 
unfair as to be constructively fraudulent. However, claim to accumulated dividend 
arrearages cannot be eliminated merely by charter amendment. See cases cited by 
Ballantine and Jennings re Sections 26 and 59, Delaware General Corporation Law. 
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his shares which could be obtained in cash by compliance with the 
dissenting stockholder procedure outlined in Section 61. It would 
thus appear that, even under Delaware law, the typical preferred 
stock contract will adequately protect the preferred stockholder 
against flagrantly unfair treatment by a dominant common stock- 
holder group. It must be emphasized, of course, that no combination 
of binding legal provisions can absolutely assure that the value of 
the preferred stockholder’s (or any other investor’s) rights to assets 
and earnings will be maintained. 


LIQUIDATION AND REDEMPTION PREFERENCES—SINKING FUNDS 


All the preferred stocks investigated have a liquidation preference 
over the common. All are callable at a decreasing premium over par 
value or offering price. In the event of voluntary liquidation the 
amount of the preference is usually par value plus accumulated div- 
idends plus a premium based on the current redemption price of the 
stock. In involuntary liquidation the premium is omitted. 

A sinking fund provision is also found in slightly more than half 
the sample. Here again public utility issues differ from other cate- 
gories in their substantially less frequent use of this clause (30 per 
cent of issues as compared with 63 per cent for industrials). In the 
great majority of cases (70 per cent of industrials, 75 per cent of 
public utilities) the annual sinking fund contribution is determined 
as a percentage of the amount of preferred stock outstanding.” In a 
few cases the sinking fund contribution is based on the amount of 
net income after preferred dividends while a combination of these 
two bases is used somewhat more frequently, sometimes with a mini- 
mum requirement. Usually the clause is so phrased as to allow the 
corporation to take advantage of a favorable market price of the 
preferred (i.e., lower than current redemption price). 

The existence of a sinking fund provision, along with a liquidation 
preference and a redemption clause, makes preferred stock more 
nearly approximate a debt instrument than an equity claim. For 
practical purposes it eliminates the distinction between debt and pre- 
ferred arising from the lack of a definite maturity date in the case 


31. The results here differ sharply from a study based on 250 industrial preferred 
stocks registered with the SEC during the period 1944-46. See J. F. Bradley, “Ac- 
counting Aspects of Protective Provisions in Industrial Preferred Stocks,” Accounting 
Review (Oct., 1948), pp. 385-90. Bradley’s study indicates that 49 per cent of the 
sinking funds were based on profit of preceding year; 38 per cent on number of shares 
issued; and 13 per cent on some combination of preceding bases. However, the per- 
centage of industrial preferred issues with sinking fund provisions is exactly the same 
as in the present study, 63 per cent. 
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of preferred. Legally, of course, obligatory redemption may still be 
strictly construed as an expressed intent rather than an obligation of 
the corporation.*” 


RESTRICTIONS ON CoMMON DIVIDENDS 


The penalty for failure to make the sinking fund contribution is 
thus the same as for failure to make preferred stock dividend pay- 
ments—the prohibition of common stock dividends during the defi- 
ciency. It does not, however, as is the case with failure to make div- 
idend payments, usually involve transfer of voting control to the 
preferred stockholders.** 

In addition to the two general limitations upon payment of com- 
mon stock dividends referred to above, practically all the contracts 
place additional direct restrictions upon payment of common divi- 
dends or purchase of the corporation’s common shares. These vary 
from the reserving of an additional period’s preferred stock dividends 
to the “freezing” of surplus as of the date of the preferred stock is- 
sue. The latter limitation or some liberalization of it, such as the 
addition of the aggregate net cash consideration received from later 
issues of junior ranking stock and a further fixed sum to the subse- 
quently accumulated earned surplus, has become the most frequently 
appearing restriction on common stock dividends of industrial cor- 
porations. In the case of public utility issues this provision is also 
found fairly frequently. A more frequent provision, however, is the 
so-called “escalator clause” which bases the extent of common stock 
dividend payments upon the common stock equity/total capitaliza- 
tion ratio of the company. This clause provides that the percentage 
of net income available for common dividends which may actually be 
paid out as common dividends may rise as the capitalization ratio 
rises, as indicated below: 


Common Stock Equity/ Percentage of Net Income Available 
Total Capitalization Which May Be Paid in Cash 
Ratio Dividends on Common 
Less than 20 per cent 50 per cent 
20-25 per cent 75 per cent 
Above 25 per cent No restriction; unless capitalization 


ratio would be reduced to less than 
25 per cent when above provisions 
apply 


32. See Dewing, I, 116-17. 


33. SEC administration of chap. x of the Bankruptcy Act encourages this type of 
development, however. 
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The aim of such provisions is to strengthen the preferential posi- 
tion of the preferred stock as to earnings and assets by building up a 
larger common stock equity cushion than would be provided through 
mere maintenance of stated capital as modified by the general incor- 
poration law of the state. Thus, if earnings fall off at a later date, 
dividends may still be paid on preferred stock without reducing the 
original common stock equity cushion, thus assuring the continued 
utilization of the common stock-financed assets in the business. 


SUMMARY 


Beginning in the 1830’s as an emergency method of financing in 
the railroad industry, preferred stock has now become an accepted 
method of financing a substantial percentage of the normal capital 
needs of both public utilities and industrials. Originally possessing 
merely a dividend preference over common which was frequently of 
a temporary nature, preferred stock has developed into a far dif- 
ferent type of contract from common. The investigation of recent 
issues has revealed that the general voting privilege, a fundamental 
right of the common stockholder, is no longer granted the preferred 
stockholder in the typical case. Nor is the pre-emptive right found 
in his contract. His claim to earnings is cumulative and he does not 
participate beyond the fixed dividend rate. His shares have a liquida- 
tion preference and are callable. Frequently a sinking fund provision 
results in the maturing of a considerable proportion of the issued 
stock. Various voting and other protective provisions—discussed 
in detail previously—provide an opportunity for protecting and 
strengthening his priority of claim over the common stockholder as 
to both earnings and assets. Thus, though legally the preferred stock- 
holder’s position is somewhat weaker than that of a creditor because 
of the absence of an enforceable contract to pay dividends and repay 
principal, for all practical purposes his position may now be identical 
with that of the unsecured bondholder.** 

The strengthening of voting and protective provisions has sub- 
stantially improved the position of the preferred stockholder. In ad- 
dition, the higher yield on high-grade preferreds as compared with 
debt securities of similar companies is a further significant advantage 

34. This accords with the statement of Graham and Dodd, op. cit., p. 188: “that, 
given suitable protective provisions intelligently availed of, the practical position of 
bondholders and preferred stockholders would not be significantly different.” It as- 


sumes an intelligent investor who checks carefully the protective provisions of his 
contract. 
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from the preferred stock investor’s point of view.*® 

At the same time, preferred stock has undoubted advantages from 
the issuing corporation’s point of view. The “blank stock” provision 
of state incorporation laws now allows corporate management and 
underwriter to fit the terms of the particular issue to current market 
conditions. Very important, too, is the fact that the cost of preferred 
stock capital may be much lower than common at a time, as in the 
postwar period, when common stock earnings are high and market 
price/earnings ratios low.** The growing use of convertible preferred 
stock issues by large well-established corporations in the last few 
years may also be interpreted as an indirect method of selling com- 
mon stock at a more favorable price. This cost factor is particularly 
important for industries and companies where further debt capital- 
ization is impracticable because of restrictions on additional debt 
yissues*’ or is unwise from the issuing company’s point of view. 
' So long as the preferred stock contract continues to offer such mu- 
tual advantages to investor and to issuing corporation, its substantial 
use in financing corporate capital needs seems assured. 


35. Standard & Poor’s yields of high-grade corporate bonds and high-grade pre- 
ferred stocks during high and low points in the security market since 1939 follows: 


Bond Preferred 

Yield Stock Yield 
Sept., 1939, high. 3.25 4.49 
Apr., 1942, low. .... . 2.85 4.52 
May, 1946, high sx» oe 3.47 
June, 1949, low eo 7 3.98 
June, 1950, high. ... 2.59 3.85 


The spread of 1 per cent between a 4 per cent yield on preferred stock and a 3 per cent 
yield on a bond issue of the same company would result, of course, in a 334 per cent 
increase in return on investment. Murray has pointed out—see earlier reference—that 
the extent of this spread is a dominant factor in choosing between bond and preferred 
stock investment for trust fund purposes. 

Corporate investors, other than life insurance companies, would benefit further by 
substantial (85 per cent) tax exemption accorded their dividend income. 


36. The partial corporate income tax exemption recently accorded public utility pre- 
ferred stock dividends is a further advantage for the use of preferred in an industry 
which has already found this form of financing peculiarly adapted to its needs. 


37. These restrictions may be imposed not only by provisions of existing debt and 
preferred stock issues but may be restrictions on marketability imposed by legal in- 
vestment laws or by the operating policies of important institutional investors. A 
later article will investigate the influence of legal investment laws. 
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AMERICAN AND CANADIAN EXPERIENCE 
WITH THE SALES TAX* 


Joun F. Dug 
University of Illinois 


GENERAL SALES TAXATION in the United States was largely a product 
of the depression of the 1930’s, which resulted in an increase in state 
expenditures at the same time that other revenues were falling. The 
introduction of the tax was also facilitated by the long-standing pres- 
sure for property tax reduction. These early sales taxes were drawn 
up hastily and in large measure copied by succeeding states. Typi- 
cally the tax was regarded as a temporary measure, essential only 
until recovery made the revenues unnecessary. But for the most part 
the tax survived the depression years; the sales tax yielded too much 
money too easily to be abandoned. Like many other tax measures, 
public opposition gradually declined as persons became accustomed 
to the tax. In the period between 1937 and 1945, no new sales taxes 
were added because of good financial condition of the states. How- 
ever, in the postwar period, the sales tax movement revived under 
the pressure of inflationary influences upon costs and the failure of 
other tax revenues to keep pace. Eight states have introduced the 
tax since 1945, to bring the total to thirty-one (if Indiana is in- 
cluded). Likewise a number of cities, especially in California, have 
joined the movement. 

In Canada the Dominion government was the pioneer in the field, 
with the levy of a turnover tax in 1921. But the defects of this form 
of sales tax proved so serious that it was replaced by the present 
manufacturers sales tax in 1923. The Canadian provinces, caught by 
the same pressures as the American states, began to enter the sales 
tax field in 1936; five of the ten provinces now use the levy, with 
substantial municipal use in Quebec. The provincial taxes were 
largely modeled after the American sales taxes, with some adminis- 
trative and exemption features of the Dominion manufacturers tax. 

There are substantial lessons to be learned from the sales tax ex- 
perience of the last thirty years—lessons which are useful as a guide 
in the establishment of new sales taxes and as a basis for reconsid- 
eration of the present laws. 


* This article is based on a paper presented at the meeting of the Midwest Economic 
Association, Indianapolis, April 18, 1952. 
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REVENUE YIELD 


When the sales taxes were introduced their high revenue produc- 
tivity relative to total state revenue needs was quickly discovered. 
The tax even surprised its advocates; almost overnight it became one 
of the chief sources of state revenue. Today, in the sales-tax-using 
states the tax accounts for about 36 per cent of state tax revenue; 
in several states the figure is over 50 per cent. In absolute terms 
California’s yield of about $400 million annually, despite food ex- 
emption, is the highest. However, in relation to the levels of present 
federal expenditures, the yields do not appear so large. To eliminate 
the prospective $15 billion deficit in 1953 fiscal year, a 9 per cent 
federal retail sales tax would be required if food were taxable, or a 
12 per cent rate with food exempt. In Canada the federal sales tax 
is yielding about $600 million annually or about 17 per cent of the 
total Dominion tax revenue. 


ADMINISTRATION OF THE TAX IN THE STATES 


The experience of the last two decades has yielded much informa- 
tion in regard to the problems of sales tax administration. When the 
taxes were introduced there were two commonly expressed points of 
view—one, that the taxes would more or less automatically collect 
themselves; the other, that it would be absolutely impossible to col- 
lect a substantial portion of the tax from numerious small retailers 
keeping few or no records. 

The actual experience has been between these two extremes. The 
states soon learned that much educational work with retailers was 
necessary; advice and assistance in the establishment of record sys- 
tems has proved to be far more satisfactory than the application of 
penalties for poor record keeping. Likewise a substantial auditing 
program was found essential, in part to prevent outright evasion, but 
primarily to avoid errors in application of the tax. Auditing involves 
primarily the checking of figures in the tax returns against purchase 
records of the retailers and the sales invoices of firms selling to them. 

The standards of auditing vary substantially from state to state. 
California’s program is the most complete. A field auditing force of 
800 examiners, or one to each 350 accounts, is able to check about 
one-fifth of all accounts each year. In contrast, Wyoming has 2 audi- 
tors for 9,000 licensed firms. The Ohio figure, of 200 auditors for 
about 200,000 accounts, or 1 per 1,000 is more typical. The benefits 
of auditing extend far beyond the additional taxes directly collected, 
which alone typically more than cover auditing costs. Effective audit- 
ing insures greater collections from the audited firms in subsequent 
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years, and more correct application of the tax by firms not audited 
in the particular year. The point to which auditing activities should 
be extended is not necessarily the point at which an additional dollar 
spent on auditing will yield an additional dollar of direct revenue, 
because of these incidental gains. 

Costs of sales tax administration—primarily auditing expenses— 
average about 2 per cent of the revenue from the tax. This is a rela- 
tively high figure compared to most other state taxes, but not an un- 
reasonable one. Comparison of collection costs between states is dif- 
ficult; some states with very low percentage figures of costs have 
completely inadequate auditing programs, and would have far greater 
yield if they spent additional money on administration. 

By far the highest figure of collection costs is found in Ohio, with 
its stamp or prepaid tax receipts system. Including discounts on 
stamps allowed retailers, the costs run about 7 per cent of revenues 
in large measure for printing, distribution, and redemption of the 
stamps. The theory of the Ohio system is that customers will insist 
on getting the tax receipts from retailers and thus the latter will meet 
their sales tax obligations in full through the purchase of stamps 
from the state. But in practice the system has proved to be expensive 
and of little real assistance to administration, since customers fre- 
quently do not ask for stamps. Were it not for the vested interests 
of the charitable organizations—which can redeem the stamps turned 
in to them by their supporters for 3 per cent of their face value— 
the system would probably be eliminated. 

Sales tax collection is greatly facilitated by the fact that the bulk 
of the payments is made by a relatively few retailers. For example, 
in California, retailers having quarterly tax payments in excess of 
$5,000, although constituting only 1 per cent of the total number of 
retailers, pay 38 per cent of the total tax; the 4 per cent of the re- 
tailers having quarterly payments over $1,000 pay over 75 per cent 
of the tax. T'ypically such firms are much less likely to seek to evade 
the tax and have more adequate record systems. 

A relatively few problems are responsible for most of the difficul- 
ties in retail sales tax administration. Inadequacy of records on the 
part of small retailers is an inherent source of difficulty, but one 
which has been lessened over the years. An important by-product 
had been the gains to the retailers of better record systems. 

Secondly, the existence of exemptions from the tax is a serious 
source of trouble. Most retailers can easily ascertain the total volume 
of their sales; few—even large firms—have or can easily establish 
record systems which will reveal accurately the sales of particular 
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commodities during a period. Thus if all their sales are taxable, firms 
can determine correct tax liability relatively simply; if some sales 
are exempt the task is far more difficult. Exemptions cause constant 
problems for clerks applying the tax to sales. They increase the like- 
lihood of errors in returns, facilitate outright evasion, and compli- 
cate auditing. Exemptions are particularly troublesome if they are 
established upon the basis of intended use, rather than by class of 
good. 

Some major classes of exemptions may be justified despite the 
administrative problems; this is true, for example, of materials used 
in production, industrial fuel and machinery, and food. But many 
sales taxes contain completely unwarranted exemptions introduced 
without regard for the administrative problems created. For example, 
the exemption of goods subject to excises, based upon some mis- 
guided notion of double taxation, is especially objectionable. Collec- 
tion of the sales tax on these goods as well as the excise is far easier 
administratively than exemption from the sales tax; if the total bur- 
den is considered excessive, adjustment should be made in the ex- 
cise, not in the sales tax. 

Other problems arise with casual sales, which cannot effectively 
be reached; the separation of the selling price into elements for ser- 
vice and physical good in the case of shoe repair and similar services; 
the treatment of trade-ins; the production of goods by firms for their 
own use; and the taxation of interstate transactions. The use taxes 
which most sales tax states employ cannot be collected effectively 
except on automobiles, industrial equipment, and sales by large mail- 
order houses. 


CANADIAN ADMINISTRATIVE EXPERIENCE 


The experience of Canada with the manufacturers sales tax is of 
considerable value in illustrating the nature and seriousness of the 
administrative problems encountered with this type of sales tax—the 
type frequently advocated for our federal government should the 
latter enter the sales tax field.’ 

Because of the smaller number of manufacturers than retailers 
there are fewer accounts to audit than with a retail sales tax; the 
field auditing force in Canada numbers about 325, and auditing costs 
are much less than 1 per cent of tax yield. However, several serious 
problems are encountered in the operation of the tax. The worst is 
that of making adjustments in price for tax purposes on direct sales 


1. Canadian experience is discussed at length in the author’s study, The General 
Manufacturers Sales Tax in Canada (Toronto: Canadian Tax Foundation, 1951). 
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by manufacturers to retailers or consumers. If the tax were applied 
to the actual selling price in these cases, serious discrimination 
against direct sales would result, since distribution costs would enter 
into the tax base. Canada has developed a highly complicated system 
of adjustments on direct sales. In some cases the manufacturers may 
use the same price for tax purposes on these sales as the price at 
which they actually sell to wholesalers; in other cases they are 
authorized to reduce the price on direct sales by a certain percentage 
for tax purposes. By the exercise of extensive discretionary powers, 
the Department of National Revenue has provided reasonably satis- 
factory treatment of these cases. But some inequality results, and 
the operation of the tax is greatly complicated by these exemptions. 
Widespread misunderstanding of the provisions relating to the ad- 
justments exists among manufacturers. 

Some problems were encountered in earlier years with non-bona- 
fide selling prices in the case of transfer of goods from manufacturers 
to wholesale establishments which they controlled, and with the shift- 
ing of activities such as advertising and packaging to the whole- 
salers. In recent years these problems have not been serious; the 
Department of National Revenue has very substantial powers to 
deal with such cases when they arise. Production of goods by firms 
for their own use is a source of nuisance, especially in the case of 
printed matter. Treatment of freight elements in prices has also been 
troublesome, and some discrimination occurs. 

A major problem has been the interpretation of the exemptions. 
Several of the exempt classes, especially industrial machinery, goods 
consumed in production, and building materials are defined in such 
a way that unnecessary confusion exists about correct application of 
the tax. Numerous rulings are required because of difficulty in inter- 
preting the meaning of the exemptions; auditing is seriously com- 
plicated; numerous hairline distinctions result, such as that under 
which linseed oil has been ruled exempt, turpentine taxable. To an 
unnecessary extent, exemptions are established on the basis of in- 
tended use of the goods, which the vendor often cannot determine at 
the time of sale. The experience with this feature strongly suggests 
the need for defining sales tax exemptions by class of goods rather 
than by intended use, wherever possible. 

In general Canadian experience has demonstrated that a national 
tax at the manufacturing level can be collected cheaply and effec- 
tively, but with numerous complicated administrative problems, 
which would be more difficult to handle in the United States because 
administrative agencies have less discretionary power. All in all, 
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a retail sales tax is a far simpler tax; the simplicity in large meas- 
ure offsets the disadvantage arising from the larger number of firms 
selling at retail. 


SHIFTING AND INCIDENCE 


The usual intent has been that the burden of sales taxes rests upon 
the purchasers of the products. All eighteen states which levy the 
tax upon the retail sale require shifting to the consumer, as well as 
six of the thirteen states which levy the tax on the privilege of doing 
business at retail. All the provincial levies require shifting. These 
laws are probably not of much significance; they can be avoided by 
retailers on most goods by readjustment of the selling price; and 
where no such provisions are found, the likelihood is that immediate 
shifting typically occurs anyway. 

It is generally presumed that the tax is ordinarly shifted; federal 
laws, for example, allow deduction of the amounts of sales taxes paid 
by individuals for federal income tax purposes. Casual observations 
support this point of view; little serious empirical work has been 
done, however, on the question of shifting, and even less on possible 
long-run economic effects. 

In the earlier years of the tax the problem of shifting of the exact 
amount on small sales was regarded as serious, and many states pro- 
vided mill tokens to insure that excessive amounts were not collected 
from customers. These mills came to be regarded as a source of 
greater nuisance than benefit and have been abandoned except in 
two or three states. Experience has shown that few retailers either 
suffer from being unable to collect tax on very small sales or collect 
on the average much more than they pay to the state. In the Canad- 
ian provinces an attempt is made to compel the retailers to pay to 
the government the exact amount which they collect, rather than the 
amount calculated by applying the tax rate to total sales. But such 
provisions are difficult to enforce. 

With the Canadian manufacturers sales tax, there is some evidence 
of pyramiding of the tax. When the rate was raised from 8 per cent 
to 10 per cent in April, 1951, in a number of cases the 2-percentage- 
point tax increase at the manufacturing level resulted in a 2 per cent 
increase in the retail selling price. Thus pyramiding, and burden on 
the consumer in excess of the revenue collected by the government, 
was occurring. The Canadian Department of Finance maintains that 
competition quickly eliminates the initial pyramiding—a contention 
which the opposition in Parliament strongly denies. Empirical 
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studies to bear out the contention are not available. The high degree 
of rigidity in retailers’ markup percentages in Canada suggests that 
the pyramiding is eliminated only very slowly and imperfectly. 


DISTRIBUTION OF SALES TAX BURDEN 


For many years the primary argument advanced against sales 
taxation has been that of regressiveness. Some effort has been made 
in recent years to check the validity of this argument by the use of 
surveys of consumer expenditures at various income levels. Unfor- 
tunately no nationwide study of this sort is available for the United 
States in the last fifteen years except the urban study of 1944, a year 
in which the war seriously distorted consumption patterns.” Studies 
have been made for individual cities, however; on the basis of these 
the sales tax is found to be strongly regressive if food is taxable, but 
roughly proportional to income except at the highest and lowest in- 
come levels if food is exempt. Studies of the Canadian sales tax on 
the basis of the 1947-48 study of consumer expenditure patterns in 
Canada show a regressive burden if food were taxable, and roughly 
a proportional burden, except above $7,000 income, with food 
exempt.* The same conclusions were reached in a study of the Cali- 
fornia sales tax on the basis of the Heller Committee family budget 
studies.* 

The regressiveness of the tax at the higher income levels is not too 
serious a matter, as it is offset by the progression of the income tax; 
primarily it offers an argument against excessive reliance on sales 
taxation in place of income taxation for the tax structure as a whole. 
But the regressiveness in the lower and middle income groups, not 
affected greatly by the progression of the income tax, is a much more 
serious matter; for this reason strong justification exists for food 
exemption. The latter also lessens the discrimination against large 
families characteristic of sales taxation. 

Food exemption has been the exception in the United States; of 
the prewar sales taxes, only three—California, Ohio, and North 
Carolina—exempted food. But five of the eight postwar sales taxes 
have provided the exemption. The effect upon yield has been the 
main consideration discouraging other states from exempting food; 
one-fifth to one-third of the tax base is eliminated by the exemption. 
In addition some complications for administration are produced. The 


2. A new nation-wide study, with 1950 data, will be available later in 1952. 
3. See House of Commons Debates, April 26, 1951, p. 2401; Due, op. cit., chap. 10. 


4. See D. C. Miller, “Sales Tax Progressivity Attributable to a Food Exemption,” 
National Tax Journal, IV (June, 1951), 148-59. 
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Canadian manufacturers sales tax exempts most food products, as do | 


all of the provincial levies. 


Distribution of the tax burden could also be improved by including 


gasoline and a wider range of personal services within the scope of 


the tax, since the expenditures on these are typically progressive re- | 


lative to income. The gasoline exemption, found in most states, js 


completely unjustifiable, since the gasoline tax itself is not a source | 


of general government revenue. The common failure to tax services 
is in part accidental; the original sales taxes were confined to tangible 
personal property, and this rule was followed by other states. The 
notion that a tax on services was a tax on labor was widely accepted. 


Actually there is little justification for confining the tax to expendi- | 
tures on tangible objects and excluding those on services, which | 


satisfy wants just as do the former. Some services, it is true, are not 
suitable bases for the tax; this is the case with housing, hospital, 
medical, and dental care, and the like. Others, such as domestic 
service, cannot be reached for administrative reasons. But many 
services rendered by established commercial enterprises—barber 
shops, beauty parlors, repair shops, places of amusement, etc.— 
could justifiably be included within the scope of the tax. In practice, 


few sales taxes reach any services except utilities and amusements, | 


which are included in a majority of cases. Many service establish- 
ments are already licensed, as they sell some tangible goods; ad- 


ministration would frequently be simplified if their services were | 


taxed as well. 

In recent years some consideration has been given to the possible 
use of a personal exemption in conjunction with a sales tax as a 
means of improving the distribution of tax burden, particularly with 
reference to a federal sales tax if one were to be introduced.® With 
such a system, each family would be exempted from sales tax on a 
certain minimum annual expenditure. There are several possible 
techniques. Stamps comparable to those used in Ohio could be 
utilized; customers would receive them from retailers when making 
purchases and would be allowed to redeem a certain quantity each 
year for cash. Or each family could be issued a certain number of 
tax coupons each year, which could be used to pay sales taxes; after 
these were exhausted payment would be made in cash. Or persons 
could be allowed to credit a certain amount of sales tax paid against 
the amount of income tax due in the same manner as amounts now 
withheld are credited. The third method is the most feasible, since 


5. See for example the article by W. A. Morton, “A Progressive Consumption Tax,” 
National Tax Journal, IV (June, 1951), 160-67. 
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the nuisance of stamps and coupons would be avoided, as well as 
the problems of the control of the amounts redeemed or issued. The 
income tax credit method would, of course, make it necessary for 
low income families to file returns in order to get their refunds; some 
problems of illegal duplicate returns would be encountered. 

Such a system is scarcely necessary with low-rate state sales taxes. 
But should a high-rate federal tax be imposed, serious consideration 
should be given to it as an alternative to food exemption. 

On the whole, the sales tax results inevitably in a somewhat more 
regressive or less progressive distribution of tax burden, even with 
food or personal exemptions, than would occur if income tayes were 
used instead. On the other hand, business taxes and the large portion 
of the property tax resting on business property is likely to be dis- 
tributed in much the same manner as the sales tax. The sales tax 
also results in greater absolute burden on the poor, and relatively 
heavier burden than the income tax on large families, on others 
spending high percentages of their incomes, and on those spending 
large amounts from accumulated savings. On the other hand, persons 
saving high percentages of their incomes receive favorable treatment, 
as do farmers and others producing considerable amounts of goods 
for their own use. 


Tax TREATMENT OF Goops PURCHASED FOR USE IN PRODUCTION 


In one major respect present retail sales taxes differ from the 
economist’s usual concept of a sales tax as a levy applying directly 
to consumption expenditures. The tax base in almost all cases in- 
cludes a substantial number of sales to business firms. Sales for 
resale are universally excluded; under the physical ingredient rule 
such sales are interpreted to include sales of materials which be- 
come physical ingredients of products which are resold. Fuel and 
farm feed and seed are excluded in many states. But typically in- 
dustrial equipment and supplies of all types are taxable; these items 
usually account for 20 per cent or more of the tax base. Even the 
sale of a locomotive to a railroad is a taxable retail sale. Only Ohio 
makes a serious attempt to confine the tax to consumption purchases. 
In Canada, the federal tax excludes the bulk of producers goods, 
and the provincial levies exclude a somewhat larger list than the 
American taxes. 

As a consequence the typical state sales taxes are not true single- 
stage sales taxes, but contain elements of multiple taxation, since the 
taxes on producers goods are likely to shift ultimately to the pur- 
chasers of the finished products. Taxation of sales to business firms 
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can be condemned on many scores. It is discriminatory between 
various firms and various production processes. Industrial moderni- 
zation is made more expensive. The tax on producers goods pyramids 
in the same manner as a manufacturers sales tax and results in un- 
even burden on various consumption goods. 

Several factors are responsible for the present treatment. In part 
taxation of sales to business firms arose out of a lack of under- 
standing of the functioning of the economy on the part of lawyers, 
tax administrators, and legislators responsible for the framing of 
the tax legislation. The rule that materials should be excluded be- 
cause they enter into the final product, whereas fuel should be taxed 
because it does not, is completely nonsensical from an economic 
standpoint—yet it appears quite logical to the average tax adminis- 
trator or legislator. Belief that taxes on equipment rest on “big 
business,” whereas actually they are likely to shift to ultimate con- 
sumers, has also played a part. Finally, the present rule is workable 
from an administrative standpoint. But its use involves excessive 
sacrifice of equity and economic soundness in the interest of adminis- 
trative simplicity. 

It must be granted that administrative considerations preclude 
the exclusion from the tax of all sales to business firms, since many 
of these are made by retailers in small quantities and cannot feasibly 
be excluded. Ohio has probably gone too far in the direction of ex- 
cluding sales to businesses, however justifiable such action may be 
on economic grounds. But major classes of industrial equipment can 
certainly be exempted without serious harm to effective adminis- 
tration. It is ridiculous to argue that locomotives, blast furnaces, 
and power-plant generators must be taxed in order to avoid the 
evasion that would arise if farmers and storekeepers could buy light 
bulbs for farm or business use tax free. 


CoNCLUSION 


The sales tax has become firmly implanted in the American and 
Canadian tax structures and is almost certain to remain a major 
source of revenue. Continued use by the states and provinces appears 
to be almost essential, considering their available revenue sources 
relative to expenditure needs. It is likely that other states not using 
the tax will turn to it. A major war could easily result in federal use 
of the tax in the United States, although the case for federal use— 
even in war—is weaker than the case for state use. 

In view of the permanency of the levy, there is need for careful 
review of the present taxes, in terms of equity, administrative 
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feasibility, and avoidance of undersirable economic consequences. 
Four major avenues of reform are suggested: 

1. Improved auditing programs, to bring collection efficiency to 
the levels attained by such states as California 

2. Reconsideration of the structure of the taxes to lessen the 
multiple application arising from the taxation of producers goods 

3. Elimination of unnecessary exemptions, such as those of gaso- 
line and cigarettes, and extension of the tax to various consumer 
services 

4. Further consideration of the desirability of the exemption of 
food, or, should the federal government adopt a high-rate sales tax, 
the use of a personal exemption system. 








ABSTRACTS OF DISSERTATIONS 
AN ECONOMIC BUDGET—NEW YORK STATE, 1937-1948* 


S. Lees Bootu 
Juniata College 


THIs sTuDy is an attempt to provide a basic method for estimating 
and comparing state aggregates of a type analogous to the national 
income statistics and the national economic accounts. Part I, ‘“‘Eco- 
nomic Budget of a Political Subdivision,” provides the basic defi- 
nitions and concepts of such estimates on a state level. Part II, “New 
York State’s Economic Budget, 1937-1948,” is an application of the 
method which is developed in Part I. 

The main objectives of the study are to provide a working basis 
for assisting in economic policy at large, for improving fiscal policy 
on the state and local levels, and for assisting by an alternative break- 
down in our analysis of economic patterns and processes. 

The method developed in Part I uses as a starting point “Income 
Payments to Individuals” of the National Income Division and sets 
up a general method for estimating the deductions and additions 
which are necessary to arrive at aggregate state income (analogous 
to national income) and gross state product (analogous to gross 
national product). 

The general concepts and bases for estimating the personal account, 
the consolidated business income and product account, the govern- 
ment account and the interstate account are developed. 

To obtain estimates of the profits of industrial groups on a geo- 
graphical basis, state data are used from the several Censuses. 

The final chapter of Part I is a comprehensive example of the 
method. The year 1939 and New York State are used to exemplify 
the method and provide a guide to further estimates. 

Part II is concerned, first, with the construction of the series for 
the years 1937-48 and, second, with a comparison of the New York 
State series and the United States series in various respects. 

Comparisons of New York State totals and per capita totals with 
those of the United States show not only economic differences but 
also statistically significant differences. Amplitude of fluctuation of 


* A doctoral dissertation completed at Syracuse University in June, 1950. 
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the state series is less than that of the national series, but rate of in- 
crease for the years studied is greater. The corporate sector of the 
state account shows a decrease relative to that of the national econo- 
my. The relatively high taxation of corporate income in the state may 
account for this situation. Nevertheless, the income from business 
remained at as high a level or at a higher level than that of the coun- 
try. Possibly in the dispersion of the entrepreneurial function there 
was a possible gain in total income from business relative to that of 
the country as a whole. 

Comparisons of contributions for social insurance and transfer 
payments suggest a geographical redistribution of income. 

Further comparisons and analyses indicate other tentative conclu- 
sions and possibilities for further research. 











SOME ASPECTS OF THE DEVELOPMENT OF THE 
PERSONAL INCOME TAX IN THE PROVINCES 
AND MUNICIPALITIES OF CANADA 
UP TO 1930* 


RosBert M. CLarkK 


University of British Columbia 


THE THESIS WAS WRITTEN on the foregoing subject: (1) to trace the 
historical development of income tax statutes; (2) to try to ascertain 
the fiscal importance of the tax and the degree of success with which 
it was administered; (3) to review what had been written about the 
tax. 

Nearly forty municipalities from the western to the eastern coast 
of Canada were visited on a trip that took almost a year. Interviews 
with government officials, the public accountants of provincial gov- 
ernments, the tax rolls of cities and reports of provincial and munici- 
pal government commissions on taxation, were chief sources of infor- 
mation. The absence of reliable statistics impeded the study at many 
points. 

The development of the income tax in Canada goes back to the 
time of the American Revolution, when the Provincial Government 
of Nova Scotia attempted, with little success, to levy a restricted 
form of income tax. In the second half of the nineteenth century, the 
tax was used widely in New Brunswick and Ontario cities. By 1930 
a municipal income tax had been used at one time or other in all 
provinces save Manitoba and British Columbia, but it had become a 
significant source of revenue in only a few cities in Ontario and New 
Brunswick. The governments of British Columbia, Prince Edward 
Island, and Manitoba were the only three provincial governments uti- 
lizing an income tax in 1930. At that time the tax was still more im- 
portant as a municipal tax than as a provincial tax. 

The income tax developed historically as an adjunct of the personal 
property tax, which in turn was a part of the general property tax. 
Two reasons largely account for the development of the tax. One 
was the need for revenue. The other was the conviction that without 
the tax a number of persons, such as professional men, would not be 
paying their fair share of taxes. 

The municipal income tax usually was imposed at the same flat 


* A doctoral dissertation completed at Harvard University. 
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rate as the property tax. The provincial income taxes, which devel- 
oped later, were levied at mildly graduated rates. 

With a few outstanding exceptions, including Toronto, Ottawa, 
and St. John, municipal income tax administration, as late as 1930, 
was generally very inefficient, especially in smaller municipalities. 
Most of the difficulty lay in faulty assessment of incomes, rather than 
in unsatisfactory tax collection adminstration. Most municipalities 
were not willing to spend enough to enforce the tax laws efficiently. 
Investment income, the profits of business, and the fees of profes- 
sional men were commonly underassessed. Provincial income tax 
administration encountered similar difficulties, plus the problem of 
coping with intransigent farmers unversed in bookkeeping methods. 
By 1930, especially in British Columbia, a considerable degree of 
efficiency had been achieved in provincial income tax administration. 








THE SOVIET ECONOMY: SOME SALIENT FEATURES 
AND INTERNATIONAL TRADE* 


MIKHAIL CONDOIDE 
The Ohio State University 


A STUDY OF PLANNING, monetary, banking, credit, fiscal, and inter- 
national trade policies has been made. In it Soviet publications are 
used as a source of information whenever possible, but these are sup- 
plemented by other sources published abroad and in the United 
States. . 

The chief aim of the Soviet authorities has been to develop a mod- 
ern industrial economy independent of the rest of the world. The 
main characteristic of the Soviet economy is planning. It is all-em- 
bracing and practically encompasses all economic activity. Soviet 
planning has proceeded on the basis of trial and error, and the suc- 
cessive five-year plans seem to be simply ways to develop certain 
separate branches of industry which, in the opinion of Soviet officials, 
are of paramount importance for the security of the state. As a re- 
sult the Soviets have developed a powerful heavy industry while in- 
dustry manufacturing consumers’ goods has remained relatively un- 
developed. 

The state owns the means of production and distribution. It fi- 
nances the expansion of industry and the distribution of goods. This 
feature of the Soviet system eliminates a large part of the uncertainty 
and risk of financial insolvency which often retards industrial ex- 
pansion in other countries. All prices, with the exception of prices 
charged by the collective peasants for their surplus produce, are 
fixed by the state. Soviet pricing methods are complex and include 
arbitrary decisions for the purpose of achieving certain planned ob- 
jectives in the field of national income distribution and capital accu- 
mulation. For most of the commodities sold by the state, the fixed 
prices exceed cost of production and the difference goes to the state 
budget in the form of “turnover tax” and “profits.” This income 
from industry and agriculture is the chief source for financing the 
expansion of industry. The national budget redistributes this income 
between different plants, subsidizing some of them and building new 
ones. Thus production is expanded without regard to short-run fi- 
nancial solvency or high profit returns. Another important factor 


* A doctoral dissertation completed at Ohio State University. 
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in relation to pricing policies of the Soviets is the fact that the state 
monopoly of foreign trade effectively prevents world prices from in- 
fluencing Soviet internal prices. 

Soviet currency has, essentially, the same functions and charac- 
teristics as money in any other country. It is a means of payment, 
unit of account, and a bearer of optional choices. Legally, Soviet cur- 
rency is based on gold, but it is virtually a managed currency and 
is not redeemable in gold. The Soviets claim that they have a 
“planned” currency secured by the volume of goods produced and 
sold at prices established by the state. In fact the issuance of cur- 
rency is managed by the productive needs of the country determined 
by the planners. The Soviet currency is an internal currency only 
and is not available abroad. In settling foreign accounts, foreign ex- 
change or gold is used. 

The Soviet Union has developed an effective, centralized banking 
system. The Gosbank is the central bank of the U.S.S.R. It is in 
charge of ali short-term lending to Soviet enterprises and of cur- 
rency in circulation. All Soviet enterprises and agencies, by law, 
maintain deposits at the Gosbank. Since all enterprises need short- 
term credit to fulfil their planned objectives, the influence of the 
Gosbank cannot be overemphasized. The Russians call it “control 
by the ruble.” The function of the Soviet credit system is to dis- 
tribute the free funds of the economy and to employ them according 
to plan. The liquid resources of the state and of various enterprises 
are the chief sources of short-term credit. Budgetary funds are the 
source for financing long-term investment; they are distributed by 
special banks. 

The planned economic system developed by the Soviets shows a 
great degree of centralization and interdependence. It reveals also 
the extent to which sound banking and credit policies, as well as 
monetary policies, are a prerequisite for the smooth operation of a 
collectivistic society. However, the data available relative to the ex- 
pansion of currency short-term lending to industry and budgetary 
expenditures reveal that the Soviet economy underwent a severe cur- 
rency inflation between 1925 and 1949 which was materially acceler- 
ated during the war. Soviet banking, credit, and monetary policies 
provided practically unlimited funds to achieve and maintain full 
employment after 1929, while planning provided methods according 
to which these funds were spent. As a result, one of the paramount 
difficulties encountered by the Soviet state from the time planning 
was introduced has been the fluctuating value of Soviet currency. 
It is of decisive importance to keep the monetary unit as stable as 
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possible in terms of commodities since fluctuations or rapid depreci- 
ation of currency are bound to make all value calculations difficult 
and largely inaccurate. 

Estimates of future trends are always uncertain, but in the case 
of the Soviet Union they are particularly difficult because of the in- 
complete and inadequate information available with respect to the 
economic conditions in the country. The Soviet regime has shown 
much flexibility and ingenuity in solving some of its economic prob- 
lems, and there is little reason to expect any substantial changes in 
its basic economic policies. Since the end of the war, the Soviet au- 
thorities have drastically curtailed the volume of money in circula- 
tion, and, simultaneously, abolished rationing and established a uni- 
form price system. Prices of many commodities were lowered and 
the real income of the Soviet people has somewhat improved. The 
Fourth Five-Year Plan was inaugurated and stresses again the de- 
velopment of heavy industry. The Soviets are attempting to reduce 
costs of production and to cut down on industrial subsidies. If this 
proves unsuccessful, further expansion of heavy industry will prob- 
ably be attempted again through inflationary monetary and credit 
policies, which will re-create the problems which the decree of De- 
cember, 1947, attempted to solve. 

In any case the techniques employed by the Soviet authorities to 
achieve their over-all objectives clearly indicate the nature and po- 
tentialities of controlled and manipulated forces available in a col- 
lectivistic economic system. 

With respect to foreign trade, both in the short and in the long 
run, the Soviets will, probably, continue to use it as a means of fur- 
ther industrialization of the country, importing only those commodi- 
ties which they consider essential, and exporting just enough to pay 
for these imports. The inexhaustible demand for goods on the part 
of the Soviet internal market will, in all probability, prevent for a 
long time any kind of considerable expansion of Soviet exports on a 
permanent basis. 
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THE SIGNIFICANCE OF THE IMPORTANT SUPPLIER 
PRINCIPLE AS APPLIED IN THE NEGOTIATION 
OF RECIPROCAL TRADE AGREEMENT 
CONCESSIONS* 


LAURENCE DE RYCKE 
Occidental College 


By 1934, THE YEAR the Trade Agreements Act was passed, the value 
and quantum of world trade had declined to a fraction of what it 
had been in the previous decade. The Trade Agreements Program 
was a New Deal emergency measure designed to expand foreign out- 
lets for American goods. It was one of the devices adopted by the 
Roosevelt administration to ameliorate depressed domestic economic 
conditions. 

American foreign commercial policy, since 1923, had been founded 
on the principle of equality of treatment. It was evident from the 
outset that some method had to be devised whereby concessions were 
made only to those countries who would grant concessions in return 
which would be of maximum benefit to American producers and con- 
sumers. It was necessary, however, to effect a reconciliation between 
this objective and the principle of equality of treatment. This was 
accomplished by the adoption of the important supplier principle. 
Through the application of this principle, concessions were to be 
granted only to countries which were the major or an important 
source of imports to the United States. 

Chapters 1 and 2 of the dissertation are devoted to the presenta- 
tion of sufficient historical background material to place the study 
in accurate focus. Chapter 3 presents the results of an inductive 
analysis of Schedule II of eight selected trade agreements. The con- 
clusions reached are that the important supplier principle provides 
most of the implementation necessary to make the principle of equal- 
ity of treatment the most effective vehicle for attaining the objec- 
tives of the Trade Agreements Program. Chapter 4 presents an at- 
tempt to estimate the potential importance of the Trade Agreements 
Program in the postwar settlement. 

The study provides evidence to substantiate the assertion that the 
success of the Trade Agreements Program in achieving its announced 
objective is not open to serious criticism. This does not justify the 


* A doctoral dissertation completed at the University of California in 1945. 
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conclusion, however, that the Trade Agreements Program will be 
as effective an instrument for implementing American foreign com- 
mercial policy in the future as it has been in the past. The Trade 
Agreements Program, whose fundamental principle is equality of 
treatment, is the logical outgrowth of a world in which private capi- 
talism, individual initiative, and freedom of enterprise were the rule, 
The differences between this program and state intervention in the 
form of quotas and exchange control are fundamental and irrecon- 
cilable. 
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THE NATION’S BUDGET AND THE FEDERAL 
GOVERNMENT’S BUDGET* 


GROVER WILLIAM ENSLEY 


Joint Committee on the Economic Report 
Congress of the United States 


THAT THE FEDERAL GOVERNMENT’s policies have profound implica- 
tions for the national economy is a recognized fact today. The eco- 
nomic and political environment of the past decade and a half, with 
its challenge to public policy, has made it necessary to relate activi- 
ties of the federal government to those of the other parts of the na- 
tional economy. The accuracy and scope of economic data have im- 
proved greatly in recent years, permitting more satisfactory quanti- 
tative measurements of the results of policies. The use of these data 
in federal programming has been, however, largely piecemeal. There 
is a need to develop tools for using economic data in determining 
policies. 

The purpose of this study, therefore, is to explore this need and 
to develop a technique for using general economic information in 
over-all federal policy formulation. A budget for the nation is offered 
as a tool for synthesizing data for purposes of federal policy-making. 
Such an endeavor calls for broadening the concept of budgeting and 
for recognizing the place of the budget in expressing programs. 


BUDGETS AND Economic PoLicy 


Budgeting is considered the process of reconciling scarce means 
and substantially unlimited human wants. It includes choices both 
as to means and as to ends. A budget has developed as a tool for ex- 
pressing programs for accomplishing objectives—expressing means 
to ends. More recently the budget has begun to be used in govern- 
ment as a tool for determining certain types of economic policy, 
namely, fiscal policy. It is believed that a budget can be made an 
instrument for determining, as well as for expressing, all aspects of 
individual, business, and government economic policy. Techniques 
for using economic data must be developed, however, before this ob- 
jective may be satisfactorily realized. 


THE NATION’s BUDGET AND Economic PoLicy 


The writer suggests the use of a nation’s budget to relate economic 
data for purposes of improving the means by which the nation 
* 4 doctoral dissertation completed at New York University. 
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through public and private programs can accomplish its objectives. 
The nation’s economic objectives may be stated as (1) increasing 
the size and regularity of national income and national product, (2) 
improving the distribution of income and product, and (3) mini- 
mizing general price fluctuations. The programs for accomplishing 
these objectives may be expressed quantitatively in accounts for the 
nation, the principal categories being individual, business, and gov- 
ernment. 

The proposed nation’s budget, expressed via the nation’s accounts, 
consists of three parts. Part 1 would show a simple compilation oj 
individual, business, and government budgets as originally planned. 
Part 2 would show the adjustments which will be needed in order 
for the budget plans to be carried into effect. It also would measure 
the degree to which economic objectives will be achieved. Part 3 
would express the budget as it may be expected to look ex post. 

The budgeting process for the nation is largely, although not ex- 
clusively, the responsibility of the federal government, since federal 
jurisdiction is nationwide. A nation’s budget, therefore, is viewed 
fundamentally as a tool for federal policy-making and hence for 
federal budgeting. 


THE FEDERAL BUDGET AND Economic Po.Licy 


Those concerned with the determination of federal economic policy 
must strive to improve their understanding of the effects of federal 
programs on the national economy. Development of quantitative cri- 
teria is essential, and as a tool for assisting in this evolution the 
nation’s budget has received recognition. A prerequisite to the effec- 
tive use of a nation’s budget is an understanding of the conceptual 
relationship between data as they appear in the federal budget and 
as they are treated in the nation’s budget. The quantitative data 
contained in the federal budget, after adjustments, compose the fed- 
eral category of the nation’s budget. These data are the fiscal pro- 
grams. Substantial qualitative differences exist between one dollar 
spent on program A and one dollar spent on program B, or one dollar 
collected from tax C as compared with one dollar collected under 
tax program D. These qualitative differences in federal fiscal pro- 
grams may ultimately be measured quantitatively only in the nation’s 
budget. In addition many federal economic programs call for only 
nominal federal expenditures or revenues, hence, their economic sig- 
nificance is not adequately reflected quantitatively in the federal 
budget. Again their economic meaning may be measured quantita- 
tively only in the nation’s budget. 
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The federal government category of the nation’s budget shows, on 
the one side, expenditures of the government for currently produced 
goods and services; and on the other side, incomes from current pro- 
duction accruing to the government. The expenditures may be classi- 
fied on the basis of function, character, or object. Incomes are gener- 
ally classified as personal tax and non-tax payments, business tax 
and non-tax liabilities, contributions to social insurance funds, and 
borrowing—reduced by the amount of federal transfer payments. 
The latter deduction on the income side, federal category, of the 
nation’s budget is necessary to avoid inclusion of such payments in 
gross national expenditures and income. 

In calculating the expenditure side of the nation’s budget, federal 
budget expenditures (consolidated general and special accounts and 
government corporation net) are adjusted to exclude loan transac- 
tions, purchase of land and other existing assets, tax refunds, and 
transfer payments such as allowances for servicemen’s dependents, 
mustering-out pay, and relief and veterans’ pensions. On the income 
side deductions from federal budget data are made for capital items 
included in miscellaneous receipts. The excess of Treasury collec- 
tions over tax payments and liabilities is also deducted, whereas ex- 
cess of payments and liabilities over Treasury collections are added 
to federal budget totals in arriving at figures to be included in the 
nation’s budget. 

The meaningful concept of balance in a budget, including the fed- 
eral budget, relates objectives with program accomplishment. In this 
broader sense, therefore, balance in the federal budget would be de- 
pendent upon whether federal programs for carrying out the general 
welfare objective of the Constitution and other objectives as ex- 
pressed by the people through their Congress were accomplishing 
those objectives. Stated more precisely, is the exercise of federal 
sovereign power (1) to use directly the nation’s resources, (2) to 
control the use of resources by others, and (3) to determine the 
medium of exchange and the value of money providing, in terms of 
national objectives (1) high and regular national income and prod- 
uct, (2) satisfactory distribution of that income and product, and 
(3) price stability. In so far as federal goals can be stated quanti- 
tatively, it should be possible to relate expected with actual perform- 
ance of the federal government in accomplishing the goals. The Em- 
ployment Act of 1946 set forth certain goals, and offered quantita- 
tive measures to test our ability to accomplish them. 
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THE NATION’s BUDGET IN War, CasE STupy 
OF FEDERAL FiscAL YEAR 1944 


The theory advanced in this study is that through the effective use 
of a nation’s budget accomplishment of the nation’s common objec- 
tives will more likely be achieved. To illustrate the workings of the 
nation’s budget idea, such a budget was actually used during a pe- 
riod approaching total war.’ The nation’s objectives, in the first in- 
stance, were stated explicitly and recognized in all discussions of 
programs. These objectives were to (1) accomplish victory quickly 
at a minimum cost and (2) maintain economic stabilization, thus 
distributing the costs of war in an equitable manner. 

On these objectives there was unanimous agreement. The pro- 
grams, federally dominated, to accomplish the objectives were ac- 
cepted as far as they concerned authorization of federal expenditures 
and direct controls, except for the January, 1944, request for com- 
pulsory national service legislation. On the income side, the Congress 
did not choose to increase fiscal controls to the extent recommended 
by the President. Rather, more reliance was placed on direct con- 
trols and patriotism. The implications of these decisions were appar- 
ent to those with a nation’s budget, as executed, before them. The 
outcome was successful. Both objectives were satisfactorily accom- 
plished. The war was won in a reasonably short time and through 
VJ-Day the economic stabilization program had distributed the costs 
in a reasonably equitable manner. 

The degree of accuracy of the nation’s budget predictions was well 
within margins of usefulness in determining federal policy. Flexi- 
bility within the nation’s budget is, of course, essential. Thus it was 
not surprising nor did confusion occur by a modification of the war 
program which permitted a larger than budgeted flow of goods and 
services to civilians. 


THE EMPLOYMENT ActT OF 1946 


Development of the use of a nation’s budget as a tool for ex- 
pressing and for assisting in formulating federal economic policy 
has made reasonable progress in the last six years without the bene- 
fit of congressional action. Because of the lack of positive legislation, 
however, use of a budget for the nation was largely a piecemeal en- 
deavor. While helpful in certain analyses and in “selling” certain 
federal economic programs, the machinery was lacking for develop- 
ing a consistent and co-ordinated federal economic program. 

The need for legislative action was twofold. First, there was need 


1. See the writer’s “A Budget for the Nation,” Social Research (September, 1943). 
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for establishing common statutory objectives—definite economic 
goals. The federal objective of general welfare is too general for 
purposes of practical national budget building, although, of course, 
it serves as the basis for development of more precise objectives. 
The second need for effective federal participation in budgeting for 
the nation is administrative and legislative machinery for preparing, 
adopting, executing, and reviewing the budget for the nation. Only 
through such machinery may the nation’s budget, as a tool, be used 
to implement economic policy in order that objectives may be real- 
ized. 

These needs stimulated congressional action leading to passage 
of the Employment Act of 1946 (Public Law 304). The Employ- 
ment Act of 1946 as passed is not as specific in calling for prepa- 
ration of a nation’s budget as was the original bill. The Act, how- 
ever, goes a long way in providing a basis for a nation’s budgeting 
procedure, as suggested here by the writer. The Council of Economic 
Advisers in discussing the Act states: “Although frequently referred 
to as a ‘much watered down version’ of the original purposes, it is 
in fact a broad enabling Act of great flexibility as well as vigor.”” 

The Employment Act, “to declare a national policy on employ- 
ment, production, and purchasing power, and for other purposes” 
contains four substantive sections: (1) declaration of policy, (2) 
Economic Report of the President, (3) Council of Economic Ad- 
visers to the President, and (4) Joint Committee on the Economic 
Report. 

The Act states the nation’s economic objectives as (1) maximum 
employment, (2) maximum production, and (3) maximum pur- 
chasing power. 

One can find little fault with the objectives of the Employment 
Act—the congressional hearings on the bill developed general ac- 
ceptance of these objectives. While emphasizing “employment oppor- 
tunity,” certainly objectives of (1) high and regular national income 
and production, (2) wide distribution of income and production, and 
(3) price stabilization as set forth by the writer above are all ex- 
pressly or clearly implied in the statement of objectives of the Em- 
ployment Act. 

The Act calls for the President of the United States to prepare 
and transmit to the Congress annually an economic report. The Act 
sets forth rather specific instructions on the content of this report. 
It is to include (1) a statement of objectives or goals, (2) trends 
under existing programs and the relationship of these means to the 
objectives, (3) review of existing programs, and (4) recommended 


2. First Report to the President (December, 1946), p. 3. 
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programs or modifications of existing programs necessary to accom- 
plish the objectives. 

From this brief listing of the statutory requirements for the Presi- 
dent’s Economic Report, it is clear that a careful and competent job 
of preparation is essential. The Act, therefore, creates a “Council of 
Economic Advisers” in the Executive Office of the President. 

The Act sets forth machinery for congressional action on the re- 
port which the President is to transmit. In congressional debates on 
the proposed Employment Act there was probably greater general 
agreement on the provision calling for a Joint Committee with tech- 
nical staff for purposes of receiving and analyzing the President’s 
report than on any other single section. 

Execution of responsibilities by both the executive and legislative 
branches has satisfactorily commenced. The President transmitted 
his first report January 8, 1947, and the Joint Committee issued its 
first report to the Congress February 1, 1947. 

In large measure the Act fulfils statutory requirements for a na- 
tion’s budget system. The administrative and legislative machinery 
for a nation’s budget appears adequate. While not specifically re- 
quiring a detailed nation’s budget setting forth quantitative data 
for the forthcoming year, as conceived by its original sponsors and 
as suggested here by the writer, the Act may be interpreted as en- 
couraging the preparation and publication of such a nation’s budget. 
Projecting a nation’s budget to serve as a basis for preparing both 
the federal budget and the economic report is an accepted practice 
today. There remains, however, a conflict of opinion among govern- 
ment officials and economists regarding the feasibility of publishing 
this nation’s budget for a future period. But as surer forecasting 
techniques are developed we can expect publication of more of the 
detailed data underlying the Economic Report. Thus it is hoped that 
the Economic Report will in time develop into a nation’s budget. 

Certain problems remain, however, and the success of the nation’s 
budgeting endeavor depends upon their solution. Most of these prob- 
lems are technical, involving measurement and quantitative analy- 
sis. Some, however, are political and administrative. They include: 
(1) the need for adequate historical and current economic data, (2) 
the need for improving techniques for forecasting economic data and 
economic trends, (3) the need for improving methods of presenting 
the nation’s budget, (4) the need to evolve techniques for measuring 
results of economic policy, (5) the need for political acceptance of 
federal policy to “prevent” economic maladjustments, and (6) the 
need for improved administration of the nation’s budgeting process. 
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SOME THEORETICAL AND PRACTICAL PROBLEMS 
IN THE MANAGEMENT OF THE FEDERAL 
DEBT IN THE POSTWAR PERIOD* 


MARGARET M. GARRITSEN 


International Monetary Fund 


SINCE POLICIES AND PROCEDURES involved in managing a $300 billion 
debt have significant consequences on the economy analogous to the 
effects of tax, expenditure, and borrowing policies, debt management, 
for centuries regarded merely as a mechanism for systematic debt 
retirement, is treated as an auxiliary instrument of fiscal policy. The 
problems involved in paying interest charges, maintaining prices of 
marketable issues, fulfilling investors’ redemption demands, refund- 
ing and retiring the volume of debt outstanding are all related to the 
economic conditions likely to prevail in the years following World 
War II in an attempt to formulate debt management policies con- 
sistent with other fiscal objectives. 

The dissertation first explains the economic origin of many pres- 
ent policies, growing out of the 1930’s and World War II: policies 
with regard to the length of maturity of securities, the rates of inter- 
est attached thereto, coupon rates of interest vs. discount provisions, 
redeemability and marketability features, the eligibility of certain 
classes of investors for different issues, etc. The chief considerations 
of different groups of lenders with regard to investing in, holding or 
liquidating, and trading government securities are then examined 
with special reference to the influence of the rate of interest and the 
rate structure between securities. Illustrations of the character of 
investors’ liquidity preference schedules are given from the current 
yields of various marketable bonds. In the light of all these factors, 
desirable interest-rate and debt-distribution policies are ascertained, 
together with an attempt to show the implications of such policies 
for other types of credit and monetary management. 

The budgetary and tax problems of paying interest charges, filling 
redemption demands, and meeting maturity schedules are also con- 
sidered, taking into account, among other things, the effects on in- 
come distribution, the tax-incidence for debt-service, and the need 
for flexibility in Treasury policy. The rate and nature of debt re- 
tirement are also related to general budgetary problems. 


* A doctoral dissertation completed at the Massachusetts Institute of Technology. 
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No simple solutions to debt management problems would seem to 
exist. A policy of stable low interest rates and security-price mainte- 
nance has many merits but requires that the unnecessary differential 
between short- and long-term interest rates be reduced and that 
monetary stability be achieved through selective credit controls. A 
large volume of short-term issues held primarily by banks and more 
liberal callability provisions would permit greater flexibility in debt 
refunding and retirement operations. A growing national income 
would permit easier debt servicing and more rapid retirement. Less 
major conclusions are that guaranteed obligations be eliminated and 
more control be exercised over speculative trading of government 
securities. 
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BOOK REVIEWS 


Corporation Trust and Company. By C. A. Cooke. Cambridge, Mass.: Harvard 
University Press, 1951. Pp. 206. $3.00. 


This book is a legal history of the development of business-ownership organ- 
ization in England. It starts with the new towns of the eleventh century and the 
old Saxon boroughs. Merchant gilds had powers to coerce non-members into 
membership. They were simultaneously governments, political instruments for 
gaining municipal freedoms, in some instances business enterprises dealing in 
commodities, and always fraternal societies. If a merchant failed to pay a debt 
due to a creditor living in a different town, this creditor could have his gild 
apply to the debtor’s town. If such application failed, the creditor’s gild could 
then seize the property of any member of the debtor’s gild. The Statute of 
Westminster (1275 A.D.) attempted to substitute personal liability for his com- 
munal responsibility; but the older boroughs clung to their privileges and the 
custom of “withernam” survived for many years. Furthermore, it was not until 
1504 A.D. that a gildsman acquired the right to sue a fellow member without 
first receiving permission from his gild. 

Companies of merchant adventurers could in some instances claim to be sur- 
vivals of the old merchant gilds. Early corporations were primarily organs of 
government. Not until 1437 a.p. was the power of a corporation to make ordi- 
nances restricted and subjected to the King’s law; but in the new charters 
granted during the fifteenth and sixteenth centuries there was clear recognition 
that incorporation was an advantage to members. This advantage lay in the 
member’s right to trade within the field governed by the company. The idea of 
a joint-stock company must needs await further development of the law of part- 
nership, the growth of greater wealth in the hands of the merchant class, the 
substitution of Arabic for Roman numerals (a process that was not completed 
in England until the seventeenth century) and, most important of all, the im- 
portation from Italy of double-entry bookkeeping which was almost unknown 
until 1543 when the first English translation of Pacioli’s book was published. 

By the end of the sixteenth century, companies of the gild type were accus- 
tomed to using for trading purposes such common funds as they then possessed. 
In 1553, the Russia Company created a common fund by assessing each member. 
The African Adventurers formed a series of large partnerships among members ; 
but apparently the East India Company in 1615 was the first to provide a regu- 
lar method of transferring partnership shares among members. In 1617, it was 
the first to disfranchise those that failed to contribute to its common fund. Not 
until 1693, however, was the company’s domain closed to private trading by 
members. In 1693, also there appeared for the first time the provision that any 
purchaser of a share would become a member of the corporation without further 
formalities. The regulated company by these steps became a joint-stock corpora- 
tion. The new form of organization acquired popularity with surprising speed. 


Within a single lifetime this popularity developed into the great South Sea 
Bubble. 
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Passage of the Bubble Act in 1719 left problems of three kinds: (1) How 
were businessmen to organize enterprises requiring large capital? (2) What were 
the rights and duties of directors, trustees and stockholders in organizations pos- 
sessed of a joint-stock? and (3) What rights did such organizations possess? In 
some instances the first problem was solved by creating a structure similar to 
that of the Massachusetts trust. If a deed of settlement provided that shares 
were transferable only with the consent of the trustees, and if the purpose of 
the company was beneficial to the public, then such a company was usually held 
to be exempt from the prohibitions of the Bubble Act. The second and third 
groups of problems proved, however, to be difficult. 

Debts of a corporation were not the debts of members; but members of a 
corporation of any kind could be assessed to pay the debts of their company, and 
courts had defined the procedure for enforcing this liability. Such liability could, 
of course, be modified by contract with the creditor. Throughout the eighteenth 
century, then, the insurance companies of England inserted in their policies a 
provision limiting the personal liability of their shareholders. Among problems 
in the third group was the fact that, if a company wished to sue at common law, 
all shareholders must join in the suit. By 1800 a.p., several companies had as 
many as 2,000 shareholders. For a group of this size unanimous action was 
impossible. Unless a remedy could be secured through Chancery, such a company 
was left without opportunity for legal redress. 

Solutions for these problems are examined in the last four chapters of Cooke's 
work; but British developments after the American Revolution may perhaps 
hold less interest for some readers. The fragments of Cooke’s argument, which 
have been summarized in preceding paragraphs, do scant justice to the wealth of 
detail which he presents, or to the interest which his account is certain to arouse 
in any student of corporate organization. His work is careful and scholarly 
throughout. His citations are especially helpful. His essay is not designed for 
undergraduate reading. Its closest analogues are probably W. R. Scott, Joint 
Stock Companies to 1720, and J. P. Davis’ Corporations. His book, however, 
will be useful in many graduate courses. Any student interested in the evolution 
of our institutions will find in this slender volume a contribution of exceptional 
value. 

Donatp L. TUCKER 
Massachusetts Institute of Technology 


Direct Placement of Corporate Securities. By E. RayMonpD Corey. Boston: Har- 
vard University Graduate School of Business Administration, Division of 
Research, 1951. Pp. x-+-233. $3.50. 


According to figures compiled by the Securities and Exchange Commission, 
total corporate security flotations during 1946-49 amounted to $26.8 billion. Of 
this amount, $9.9 billion, or 36.7 per cent, was placed directly with institutional 
investors rather than indirectly through investment banking channels. Additional 
information reveals that in some years at least well over 90 per cent of the securi- 
ties placed directly were taken by life insurance companies, and that the over- 
whelming proportion was taken by the eighteen largest life insurance companies. 
In this extremely interesting little volume Professor Corey attempts to answer 





aon ae ot OelUrlUC LJ CO 





ee 





) How 
at were 
NS pos- 
ess? In 
lilar to 
shares 
ose of 
ly held 
d third 


Ss of a 
1y, and 
could, 
teenth 
icies a 
oblems 
on law, 
had as 
mn was 
mpany 


‘ooke’s 
erhaps 

which 
lth of 
arouse 
1olarly 
ed for 

Joint 
wever, 
lution 
tional 


UCKER 


- Har- 
on of 


ission, 
yn. Of 
tional 
tional 
ecuri- 
over- 
anies. 
nswer 








Book Reviews 493 





numerous questions relating to the rapid development of this form of financing. 
Quantitative data relating to direct placement are drawn largely from the records 
of the eighteen largest life insurance companies for the period 1946-49. Non- 
quantitative material was secured chiefly from business and financial executives 
and government officials. The general analysis is supplemented in admirable 
fashion by presentation of four case histories of corporations that either placed 
issues directly or considered and rejected such placement. 

Among the questions considered are these: What influences are responsible 
for the rapid growth in direct placement? What are the relative advantages and 
disadvantages to the corporation in placing its issue directly? For what reasons 
do institutional investors prefer direct placement? Which party has the balance 
of power in negotiating terms? What patterns have developed with respect to 
types of securities placed directly? Has direct placement resulted in any change 
in the nature of protective covenants? How do costs of issuance and yields on 
securities placed directly compare with those issued in the traditional fashion? 
The author’s answers to these and other pertinent questions should be of interest 
to every student of finance. 

In his conclusions, Professor Corey points out that we now have a two-market 
system in corporate financing and that the laws and regulations which have cre- 
ated the distinction have probably had undesirable effects. The private market 
is restricted; many issuers are denied its benefits, because of competitive bidding 
or other requirements, and at the same time, many investors, chiefly because of 
size, are excluded from the chance to purchase high-quality securities. Division 
of the market also tends to deprive both issuers and investors of maximum com- 
petition. 

Although the author does not attempt to offer detailed remedies, he does sug- 
gest that the Securities Act be revised “(1) to make public offering a far more 
attractive method of security flotation and (2) to broaden the private market.” 
In addition, numerous changes in state regulation of life insurance companies 
and their investments are needed in the light of recent developments. 


CHARLES P. WHITE 
University of Tennessee 


Investments for Professional People. By Ropert U. Cooper, M.D. New York: 
Macmillan Co., 1951. Pp. xvi-+342. $4.00. 


The scope of this book is broader than the title might suggest. In addition to 
an analysis of various investment media, it includes chapters on professional 
policies, income tax factors, and the disposal of estates. Written by a surgeon, 
who is also a bank director, it is couched in terms the layman can comprehend 
and the financial specialist can commend. The author strongly emphasizes 
throughout the study the necessity for a searching self-analysis of his needs by 
the individual investor and makes numerous suggestions for fruitful procedure. 
His repeated insistence on the psychological attitude and temperament of the 
investor as factors in the investment plan warrants special approval. He con- 
siders the investment program more malleable than the investor’s personality. 

The analysis of the characteristics and role of the several investment media, 
while sometimes lacking technical detail and completeness, is very penetrating. 
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The author holds that adequate life, health, and casualty insurance should take 
precedence in the development of an estate. After the accumulation of a reserve 
in savings accounts, self-insurance against health and accidents is feasible. An 
adequate reserve in a savings account is also urged to provide for the emergence 
of special investment opportunities. In general, borrowing to increase the gross 
estate is not encouraged. 

Home ownership constitutes in many cases the third priority in the invest- 
ment program. Additional real estate for income and appreciation may be pur- 





we 


chased later but normally in advance of common stock commitments. The re- | 


viewer cannot accept the author’s view that real estate offers a greater degree of 
stability of value than that afforded by common stocks. To do so would be tanta- 
mount to saying that short selling has no stabilizing effects on common stock 
values. 

Commitments in limited income securities, with emphasis on United States 
savings bonds, primarily in the E category, should be made as early as funds 
permit. The author does not consider the present or likely future spread between 
the yields on E bonds and high-grade corporates wide enough to warrant serious 
consideration of the latter. The penalty involved in the redemption of savings 
bonds prior to maturity and their lack of collateral value are apparent factors 
in his recurrent emphasis on a substantial reserve in savings accounts. It might 
be added that state and local taxes legally assessable in many judisdictions on 
corporate issues strengthen the case for savings bonds. The treatment of pre- 
ferred stock is suggestive but not as convincing as it might be. 

With appropriate amounts in the preceding media, the professional man may 
then invest in common stocks if his temperament and situation so warrant. The 
sustained pressure of inflationary forces and participation in growth situations 
justify the inclusion of common stocks in most portfolios. The higher yield on 
common stock is not, however, sufficiently stressed as a factor in estate develop 
ment. The author thinks that the average professional man should rarely at- 
tempt to apply market timing formulas in his common stock purchases, but dol- 
lar averaging and contrary opinion tactics may prove valuable. Marginal pur- 
chases and short selling should, in general, be eschewed. 

To facilitate the selective process for the uninitiated, chapters on the rudi- 
ments of corporation finance and financial analysis are included, and the em- 
phasis throughout the book is properly placed on earning power, its measurement 
and projection. Some sacrifices of technical accuracy were involved in this sum- 
mary, such as the failure to distinguish between the position of the holder of a 
senior issue with a detachable warrant and that of convertible issue (p. 180). 
The statement that the acquiescence of a majority of the preferred stock in the 
voluntary funding of cumulated dividends is binding on the minority is not ade- 
quately qualified (p. 191). 

Sources of investment information are cited in the text and a brief bibliog- 
raphy for further study is appended. Attention is also directed to sources of 
investment advice with due caution with respect to those which are not wholly 
objective. 

While this book was written primarily for professional men, it may well be 
read by others. It is penetrating, well balanced, and sagacious. Those who may 
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expect recommendations as to specific securities will be disappointed, but they 
will be more than compensated by this mature and seasoned approach to the 
problems of estate development and management. 

JouHn B. WoosLEy 
University of North Carolina 


The Stock Market. By CHarLtes Amos Dice and WiLFrorp JOHN EITEMAN. 
Third edition; New York: McGraw-Hill Book Co., 1952. Pp. xii+460. 
$6.00. 


This book is the third edition of the work originally published in 1926. The 
authors reaffirm their original purpose of presenting factual descriptions of the 
organization and operation of the security markets and the functions they per- 
form. It is written for the general reader without knowledge of the market, as 
well as for those engaged in the trade. 

The authors are to be commended for publishing a well-organized book giving 
detailed attention to several topics that ordinarily are covered too sketchily, or 
knowledge of which is assumed by writers. Many of these facts are considered 
too elementary to be granted printed space, but information concerning these 
minor technicalities is important for the novice and for the beginning student. 

Particularly commendable in these areas are: the directions for reading the 
financial pages of the newspaper; the detailed description of the relationship 
between broker and customer; the clear explanation of the operations of the 
New York Stock Exchange; the complete coverage of over-the-counter markets; 
and the explanation of the voting trust certificate. Another topic covered fully 
is the history and operation of the Stock Clearing Corporation in clearing stocks 
and payment; most authors include insufficient information on the time and 
method of delivery of stocks and payments for same. 

Emphasis on stop-loss orders is well deserved, in the opinion of the reviewer. 
The importance of stop-loss orders is often too little stressed. Trading on margin 
and short selling are covered completely, and good arguments in favor of short 
selling are presented. Another phase of the text that deserves much thought is 
the rights of customers if a brokerage firm goes into bankruptcy. The reviewer 
believes that customers are too generous in leaving cash and securities in the 
name of a brokerage firm. 

Also worthy of mention is the splendid chapter on averaging and pyramiding, 
and the one explaining the technical position of the market. The conditions mak- 
ing for a strong or weak technical position in the market are little understood, 
and the discussion in this volume will aid in clearing up the confusion concerning 
this subject. The inclusion of a discussion of formula timing and dollar-cost 
averaging will meet with wide approval. However, the reviewer feels that the 
treatment of the advantages of dollar-cost averaging is too brief. 

The shortcomings of this book may well be overlooked in view of its many 
fine qualities. The primary deficiencies, in the opinion of the reviewer, are the 
opposite of its main virtue as stated above, i.e., a lack of detail and emphasis 
on some topics covered. For example, more emphasis on the weaknesses of pre- 
ferred stocks and more detail on the purposes and activities of the Securities 
and Exchange Commission would be desirable. The reviewer feels that the treat- 
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ment of chart reading is insufficient. The location of the discussion of chart 
reading in chapter xv would imply that the chartist is a minor swing trader, 
which is not necessarily true. 

Furthermore, some of the more recent methods of forecasting, such as “char- 
acter of the market” and the “theory of cycles” method, might have been in- 
cluded in the discussion of forecasting. The chapters on the analysis of securities 
and on the determination of the price of stocks appear to be too scanty; more 
detail would have been preferable or perhaps omission of these topics entirely 
in a book of this nature. 

An error is noted on page 190 where the statement is found, “It is the purpose 
of this and the two following chapters to explain the use of each of these devices 
(stop-loss orders, hedging, privileges or options, and trading on scale, or averag- 
ing) by the trader.”” However, chapters on the odd lot dealer and on types of 
traders intervene between the chapter on stop-loss orders and hedging and the 
“two following” chapters on averaging and on privileges or options. 

The reviewer disagrees with the statement at the bottom of page 176, “If it is 
your policy never to buy anything but a dividend paying stock, it should also be 
your policy never to sell any stock [short] but one paying dividends.” Other 
things being equal, dividend-paying stocks should not be sold short, since the 
short seller has to make up the dividends foregone by the lending broker. 

The use of the term “trader” throughout the book seems unfortunate because 
that term is so often used to denote speculators; the use of the term “investor” 
would have appeared preferable in many passages. 

This reviewer would recommend The Stock Market highly, both for classroom 
use or for general readers who wish to increase their knowledge of the operation 
of the stock market and the functions it performs in our financial setup. Cer- 
tainly any person who engages in the buying and selling of securities, or any 
person who contemplates such activities, would be well advised to study the 
mechanics of stock market operation, and he would go far to find a better or 
clearer presentation of this subject. 

Hervey D. HotTcHiss 
Lehigh University 


Security Analysis. By BENJAMIN GRAHAM, Davip L. Dopp, and Cuartes Tat- 
HAM, Jr. Third edition; New York: McGraw-Hill Book Co., 1951. Pp. xiii 
1.770. $8.00. 


This is the third edition of a text which appeared originally in 1934 and was 
revised in 1940. The latest edition is, according to the authors, mor® of a re- 
writing than a revision of the earlier work. They point out that security analysis 
should have a twofold objective. First, it should seek to present salient facts 
concerning securities in a manner that is useful and informative to actual or 
potential owners. Second, it should arrive at conclusions regarding any particular 
security by utilizing all available data and applicable standards in the process. 
Such conclusions on the safety, value, and general attractiveness of a security 
preferably should be reached at an assumed or current price. 

To facilitate the presentation of the subject, the text is divided into seven 
sections. The first section details the survey and approach, including the scope 
and limitations of the subject, sources of the analyst’s information, and quanti- 
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tative factors in security analysis. The second part presents various procedures 
and techniques in balance sheet and income account analysis. The placing of 
such material in this early position in the text represents a basic change in the 
organization of the book from the earlier editions and is believed by the authors 
to approximate more closely the practice of the security analyst. 

In the third and fourth sections of the book, fixed-income securities and the 
valuation of common stocks, respectively, are discussed. A major change in the 
new revision over the earlier editions in connection with the subject of common- 
stock valuation has been the expansion of appraisal procedures pertinent thereto 
into a completely developed analytical technique. 

The fifth part of the book is concerned with senior securities that have specu- 
lative features. The numerical importance of privileged senior issues in recent 
years, and the absence of adequate discussions on this subject in standard texts. 
have encouraged the authors to treat this material at considerable length. 

Part Six embodies a discussion of the relations between the stockholders and 
management. The idea of the stockholder as a mere factor of production is very 
much opposed. A fair dividend policy is declared to be one which gives stock- 
holders a reasonable return on the indicated value of their investments or not 
less than, say, two-thirds of average earnings. On page 597 the following state- 
ment is made: “A carefully managed company should always have available 
some portion of the surplus earnings of good times to maintain a conservative 
dividend even in losing periods. The oft-praised—and sometimes derided—cor- 
porate policy of ‘saving up for a rainy day’ carries with it the obligation on the 
part of management to act consistently and courageously, dividend-wise, when 
the rains descend.” Ideally, this sounds like sound advice, but the authors fail to 
discuss the problems of maintaining such a dividend policy in the face of the 
pressures of organized labor, government, and other institutional factors on the 
managers of the corporation. 

The seventh and last part of the book includes a presentation of the subject 
of security analysis in action. Presented herein are discussions on the discrepan- 
cies between the price and value of a security, the differences between market 
analysis and security analysis and, finally, a summary of the views of the authors 
on investment policies. 

The text will disappoint the reader who is seeking help in selecting specific 
securities likely to perform best in the future. Furthermore, it is not a book for 
the novice or the beginner but for the student or investor with some familiarity 
and, preferably, some experience in the security field. For the serious student of 
securities, however, the text will be very rewarding. It is thorough, scholarly, and 
lends itself to the making of assignments because of its division into short, con- 
cise, chapters. The book also is profusely illustrated with up-to-date examples 
and case studies, and concludes with helpful notes and appendixes. In general, 
it is a valuable revision of a popular text that is well worth the consideration of 
the experienced analyst as well as of the student who is thinking of security 
analysis as a possible career. 

Louis B. PERRY 


Pomona College 
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Federal Reserve Policy-Making. By G. L. BacH. New York: Alfred A. Knopf, 
1950. Pp. xvii-+-282. $3.00. 


This little book tells how it was intended that Federal Reserve policy should 
be made, how it actually is made, and how the making of it might be improved. 
Dr. Bach has served on the technical staff of the Board of Governors for several 
years and he was largely responsible for the section on the Federal Reserve 
System in the Hoover Commission Report. 

Dr. Bach has divided his book into four parts. Part I deals with the back- 
ground and organization of the Federal Reserve. He advises those acquainted 
with the System to pass over this and start with chapter iii. His readers will do 
well to ignore that advice, for they will pick up helpful kernels of information 
in those first two chapters. The important third chapter defines and discusses 
monetary policy. 

Part II goes into “Internal Policy Formation.” This includes open-market 
operations and other credit controls and stresses the Board’s part in formulating 
them. Part III emphasizes “External Relations in Policy-Making,” especially 
Federal Reserve relations with the Treasury, the President, and Congress. Part 
IV, entitled “The Lessons of Monetary Experience,” touches on policy co-ordi- 
nation, Federal Reserve “independence,” and policy-making procedures. 

Scattered throughout the book are chapters on bank supervision and its part 
in policy-making. These seem to overplay the importance of bank examinations. 
The appendix contains such items as the Board’s Regulations, A through W, 
data on the Board members since 1914, etc. 

Monetary policy is defined as “those actions by the federal authorities that 
importantly affect the volume and composition of liquid assets (currency, depos- 
its, and federal government securities) held by the nonbanking public” (p. 35). 
This is a broad interpretation by former standards but proper in view of the 
easy redeemability of federal debt in recent years. The book was published before 
the 1951 Treasury-Federal Reserve accord. The author adds that “most mone- 
tary experts” would agree that “the prime objective of monetary policy should 
be to make its maximum contribution to continuing high level employment of 
men and of productive capacity without inflation” (p. 40). Moneary policy-mak- 
ing required more conscious effort after the discard of the old gold standard in 
the 1930’s, he says. 

The greatest value of this book is its frank explanation of how Federal Re- 
serve decisions are actually made. The Open Market Committee of twelve—the 
seven-man Board and five Federal Reserve Bank presidents on a rotating basis 
—generally consists of twenty-five when its meets. The other seven presidents 
and half a dozen top staff attend and participate freely. Most decisions of this 
Committee, and of the Board too, are unanimous. They are the result of com- 
promise. The presidents are generally more reluctant to use credit controls to 
slow down a boom than are the Board members who are farther removed from 
the marts of trade. 

Most of the time the committee delegates its authority to an executive com- 
mittee of five, and this in turn is represented in discussions with the Treasury 
by the Board chairman and sometimes the president of the New York Federal 
Reserve Bank, Allan Sproul. The Federal Reserve Bank of New York represents 
not only the Federal Reserve System in the New York money market, as almost 
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everyone knows, but also the Treasury, as very few ‘realize. In recent years, 
apparently Mr. Sproul has feared deflation more than inflation and has at times 
been more sympathetic to the viewpoint of the Treasury than was Board Chair- 
man Eccles (pp. 69-70). 

External pressures on the Board are numerous and important. On questions of 
Treasury financing, the Treasury listens to the Board but of course makes its 
own decisions. Dr. Bach says that the Board has made its influence felt against 
inflation more effectively in this way than in any other (p. 141). On credit policy 
the Federal Reserve listens to the Treasury and rarely goes against Treasury 
wishes on matters involving open-market operations or affecting the prices of 
government securities. After all, the Treasury is much stronger: it could engage 
in its own open-market operations, and the Secretary of the Treasury, of all the 
cabinet members, is generally closest to the president. The Board chairman may 
see the president only two or three times a year. Dr. Bach quotes with approval 
the head of a foreign central bank who was asked, “Do you feel your bank has 
the right to defy the government?” and replied, “Oh yes, we value that right 
very highly and wouldn’t think of exercising it” (p. 147). 

The author believes that in the last decade “intergration of monetary policy 
into government economic policy has been substantially less than satisfactory” 
(p. 189). The Federal Reserve has achieved co-ordination only through sub- 
servience to the Treasury. He believes it desirable that the Treasury’s views and 
the Federal Reserve’s views, when they conflict, should be presented to the 
president for settlement, or more likely to some economic assistant president 
with prestige, or to a National Monetary Council. At present, the Board does 
not get an equal hearing. Dr. Bach points to the fact that when the Board chair- 
man was on the National Advisory Council after 1945 his influence was more 
comparable to that of the Secretary of the Treasury. Dr. Bach desires greater 
Federal Reserve independence of the Treasury but more dependence on the 
president. Congress, to whom the Federal Reserve now reports, is the forgotten 
element in his scheme of reform. He also thinks that the Board should be smaller, 
the members should have shorter terms, and they should be more distinguished 
men. Throughout all the book one senses that there is at least as much political 
science as economics in this whole problem. 

This is a stimulating and thought-provoking study in political economy. If we 
are to have a planned economy, as perhaps we are, it makes much sense. But 
Dr. Bach starts with the implicit assumption that quasi-automatic gold stand- 
ards are institutions of the past. Further inflation in the years ahead may change 
the public’s desires on this point. It would seem that a domestically convertible 
gold coin standard and a freer money market might provide some of the security 
and discipline that he is vainly seeking to achieve by reorganizing the financial 
institutions of our government. He admits, himself, that within the Federal Re- 
serve System the impact of formal organization on policy may be subtle and ten- 
uous (p. 177). That would be true also in the broader framework he would erect. 


DonaLD L. KEMMERER 
University of Illinois 
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The Economics of Armament Inflation. By Jutes BACKMAN. New York: Rine- 
hart and Co., Inc., 1951. Pp. xvi-+-234. $1.75. 


This volume, containing a reprint of the amended Defense Production Act, is 
comprised of seven chapters, six of which are taken from “...a more compre- 
hensive textbook dealing with the economics of an armament economy” (p. vii) 
which was published in the spring of 1952. This work does not therefore repre- 
sent a comprehensive treatment of all the problems presented by an armament 
economy. 

The problems which are presented and analyzed are handled well at an intro- 
ductory level. The author has a broad background including both government 
and industrial experience against which to isolate the problems. The material is 
well documented, and the chapters so arranged that in such a field so confusing 
to the beginning student or the man on the street, the author is able to present a 
continuity of emerging problems that makes most of the steps taken to counter 
upward price movements fall into their logical sequence. 

Most students of the subject will find many statements with which they agree. 
Thus the old medieval slogan Pecunia nervus belli is no longer true, rather “The 
main sinews of war are goods” (p. 28). Again contrary to popular belief, “The 
real cost of the war must be paid while it is in progress, and there is no way in 
which it can be avoided” (p. 24), except through circumstances not currently 
applicable to the United States. In spite of the vociferous “jawbone” tactics of 
labor’s spokesman, “The approval of escalator increases in existing contracts ... 
must inevitably cause pressure on the general level of wage rates” (p. 159) and 
thus add impetus to the wage-price spiral. 

Finally, when and if it is found necessary to revert to either direct or indirect 
price controls, “No control authority has had or can have the omniscience to be 
able to set each price in the proper relationship to each other price” (p. 117) 
which, when atempted, inevitably sooner or later (generally sooner) results in 
inequities, either advantageous or disadvantageous, leading into special pleading 
of all varieties. The country thus finds itsef in a maelstrom of defenses and de- 
nials, pleas, rebuttals, and surrebuttals from individuals and pressure groups, 
against which real or fancied inequities have resulted. Anyone connected with 
the problems of price control during the last war, as was the present reviewer, 
will immediately recognize the validity of the author’s statements concerning the 
sources of disequilibrium and the resulting problems. 

In spite of the great merits of this volume, what apear to be inaccuracies have 
been allowed to creep in. Thus the reviewer doubts that devaluation “. .. often 
takes place when a country goes to war” (p. 15). That depreciation of the inter- 
nal value of the currency is an almost inevitable concomitant of modern war 
there is little doubt. Devaluation of the standard, however, is almost universally 
a postwar phenomenon. Again, the author leaves the impression (pp. 47-48) 
that the hoarding of a given volume of exchange media as opposed to its deposit 
in a commercial bank has an opposite though equal quantitative effect on the 
economy. Strictly speaking this is not true, for $5 billion hoarded reduces the 
effective demand pari passu, but the same $5 billion deposited could, pre- 
suming an effective demand for loans, be expanded to $20 or $25 billion through 
the expansion of bank credit. Since the burden of these chapters is the inade- 
quacy of federal fiscal and monetary policies as the major sources of price dis- 
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equilibrium, one is somewhat disappointed to find that the two excellent chapters 
devoted to these subjects leave one with the feeling that we know what to do 
about the problem, but we will not exercise the requisite self-discipline. Maybe 
the author, for understandable reasons, has decided we must face life as it is and 
not as it ought to be! 

Since the chapters reviewed here are only part of a more extended text, it is 
not equitable to comment on the adequacy of the coverage. These chapters, how- 
ever, add much technical detail in the areas of price control, rationing, subsidies, 
and wage stabilization to such works as Defense without Inflation by Hart, or to 
The Economics of Inflation by Chandler. For the student interested in the im- 
pact of monetary and fiscal policies, the two chapters in this volume devoted to 
these phases could well be supplemented by Murphy’s The National Debt in War 
and Transition. But for the beginning student or befuddled businessman there is 
here presented a non-technical, authoritative, well-integrated view of the main 
sources of, and the principal means for combating, armament inflation today. 


F. W. MUELLER, Jr. 
De Paul University 


Prices and Inflation during the American Revolution. By ANNE BEZANSON. Phila- 
delphia: University of Pennsylvania Press, 1951. Pp. xvi-+-362. 


In the New World of the eighteenth century, the energy released by the idea 
of individual freedom and dignity and by the enormous natural resources of 
North America was a primary influence in developing the great economic produc- 
tivity of the United States. The new freedom expressed itself in an urge to try 
the new, a thorough belief in abstract political ideals, and an emotional rejection 
of social and economic principles of conduct prevalent in Europe, both some that 
were valuable and those that were outworn. The interplay of freedom with ap- 
parently unlimited resources is seen in the financial history of this country’s 
growth, a history characterized by sudden changes reflected always in prices. In 
fact, the United States as a nation had its beginning in the midst of financial 
crisis, the inflation of the Revolutionary period. 

It is with these years embracing the founding of this country, 1770-90, that 
Miss Bezanson is concerned in her book. Her primary purpose in dealing with this 
period is to fill in a gap between previous studies so that a continuous history of 
Pennsylvania prices from 1770 to 1861 will be on record, making it possible to 
observe in Pennsylvania the evolution of the era as a whole. Monthly prices for 
fifteen important items of Colonial and Revolutionary commerce in Pennsyl- 
vania, as well as less complete price series on other commodities, provide the 
basic data for analysis and discussion. Relatives are calculated monthly from 
these price data, as well as medians of relatives, averge deviations, and weighted 
and unweighted averages. Prices and the calculations derived from them are duly 
reported in detail in the Appendix. Graphs summarizing price movements are 
inserted in appropriate chapters. 

The vast amount of labor involved in collecting the raw data for this study 
can only be guessed. Prices were obtained from primary sources, namely, the 
account books of the period, and the figures were constantly checked against 
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recorded statements of contemporary tradesmen to assure that each series re. 
mained as representative as possible. The work of analyzing the data once assem- 
bled was complicated by the many types of money. The medium of exchange 
included Spanish and Portuguese coins, currency issued by the Continental Con- 
gress and by the states, and some British money. Accounts of the time were 
kept mainly according to the British monetary system but prices were often 
stated in Spanish dollars, Continental dollars, and Portuguese johannes. Calcu- 
lations for the inflationary portion of the period were made so as to minimize 
as far as possible this complex monetary situation. 

As one would expect from a general knowledge of the period’s economic hist- 
ory, the inflation of 1777 to 1781 is the spectacular feature of the course of 
prices. Otherwise, in the years before and after the inflation, Pennsylvania prices 
reacted to normal economic forces. Prices in Amsterdam are used as a control 
illustrating the more normal situation to show the effect of currency depreciation 
in America. 

The subject matter of this book is highly specialized as to period and locale 
since it deals with only one segment of the Revolutionary economy, namely 
Pennsylvania and more particularly Philadelphia, its one important urbanized 
area. Considering the amount of work that went into the study, one might hope 
that its speciaized content would have wider value and significance by implica- 
tion. But in the nature of the period and of the data, the conclusions do not 
permit one either to generalize about the economic experience of other sections 
of late eighteenth-century United States or to apply the lessons of an early 
inflationary period to contemporary times. 

Varying economic influences were at work in different parts of even small revo- 
lutionary United States, for instance, the triangular type of trade of northern 
states and the direct trade with England of southern states. Also currency issues 
in the south were much less controlled than in the north. The author recognizes 
this heterogeneity by suggesting that more complete coverage of isolated, provin- 
cial phenomena in further studies such as this one are necessary before general- 
izations can be drawn about the economic forces affecting prices in the United 
States as a whole. 

Miss Bezanson wisely refrains from attempting to see in the Revolutionary 
data an embryonic form of present-day inflationary problems. No comparison 
can reasonaby be made, for in the Revolutionary period several important con- 
temporary checks were lacking. For example, the responsibility for maintaining 
monetary value was divided; there was no necessary tie between currency issue 
and redemption; and modern machinery of credit expansion and control was not 
at hand. 

The reader must bring to this book a sound and wide knowledge of Colonial 
and Revolutionary history if the detailed discussion of price changes is to be at 
all meaningful. The book might have been interesting to more readers had the 
author made greater use of the approach in chapter xviii, “Community Adjust- 
ments to Inflation.” The adaptations made by merchants, other city dwellers, 
and farmers might have been treated more fully, especially those of the less 
articulate argricultural groups. Chapter xviii does imply that the cost of inflation 
for those who were comparatively self-sustaining could not have been as great 
as it was for city dwellers. But without more information on the non-urban 
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group, the impact in Pennsylvania of the currency depreciation can easily be 
overemphasized. 

In spite of the acknowledged value of historical studies, this reader could not 
avoid wondering, somewhat helplessly, what might be accomplished if the schol- 
arship and energy that go into such studies as this careful examination of one 
small segment in a Revolutionary economy whose general characteristics are al- 
ready known could be somehow directed toward an illumination of our current 
perplexing economic problems. 

JouHn A. GRISWOLD 
Dartmouth College 


Studies in Income and Wealth. By the CONFERENCE ON RESEARCH IN INCOME 
AND WEALTH. New York: National Bureau of Economic Research, 1952. 
Pp. x-+-276. $3.50. 


The present volume is the fourteenth in the series of reports on the Confer- 
ence on Research in Income and Wealth sponsored annually by the National 
Bureau of Economic Research. The 1950 Conference is the second one devoted 
specifically to a study of wealth concepts and measurement, a fact indicative of 
the extent to which emphasis has been placed on income problems in the last 
couple of decades. The volume under review is one of many symptoms that the 
pendulum of interest has begun to swing back toward the wealth side of the 
picture. 

The first paper, “A Perpetual Inventory of National Wealth” by Raymond 
Goldsmith, with a lengthy commentary by Simon Kuznets, constitutes about 
one-fourth of the whole book. Goldsmith explores the possibilities of developing 
annual wealth estimates for the United States and presents his own estimates, 
using the method of cumulating depreciated capital expenditures, for selected 
years from 1896 to 1946. This Perpetual Inventory method involves estimating 
capital expenditures and depreciation allowances in current prices, and the prep- 
aration of suitable price deflators for both of these. The estimates of total na- 
tional wealth and twenty-six of its major components can then be expressed in 
current values, in 1929 prices, and finally in depreciated original cost, all of 
these being feasible under this method. 

Kuznets, in his comments, expresses some doubts as to the utility of annual 
wealth estimates—a point of view with which this writer is inclined to disagree 
—but if such data are to be developed in the future, the Perpetual Inventory, 
as applied here by Goldsmith, appears to offer one very good starting point. 

In Part II, the section of the book with most interest to those in the field of 
finance, Daniel H. Brill analyzes “The Postwar Structure of Financial Claims,” 
with the special objective of determining what role this structure might play in 
the event of a recession. The reassuring conclusion that the over-all pattern of 
debts and assets seems more impregnable against the devastations of income de- 
cline than in 1939 is somewhat tempered by the mixed trends in significant fac- 
tors from 1945 to 1948. In this latter period there was a rapid increase—some 
$56 billion, or 40 per cent—in total private debt, all types of debt with the excep- 
tion of that for purchasing or carrying securities participating in the absolute 
increase. On the favorable side, tending to offset the effects of the debt increases, 
are such factors as relatively low interest rates, the low rates of debt service to 
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disposable income, large holdings of liquid assets, and the stability engendered 
by government guaranties. 

In the event of an income decline, of course, much would depend on the com. 
parative distribution of debts and liquid assets among individuals and firms, and 
the spacing of maturities, matters about which (as Brill points out) too little is 
known at present. As to evaluating the situation today, Brill’s report is now three 
or four years out of date so that account would have to be taken of subsequent 
trends. 

The next three sections deal with efforts to estimate wealth by means of tar 
and probate court records. In the first, ““Measuring Estate Tax Wealth,” by Horst 
Mendershausen and Raymond Goldsmith, 1944 estate tax returns provide the 
basic data. To blow up estimates of wealth held by estates tax decedents into 
estimates for the upper 1 per cent of wealth holders in the United States, the 


reciprocals of death rates in the several age groups are used as multipliers. If the | 


authors’ suggestions for improvement of estate tax return tabulations are ac. 
cepted by the Bureau of Internal Revenue, this type of estimate can become 
increasingly reliable and useful in the future. 

Next, Dwight B. Yntema presents a “Review of the ‘Composition of Estates 
Survey,’” an abortive attempt by the Department of Commerce, in co-operation 
with the WPA, to compile information from probate court records on some 
120,000 estates in selected counties of twenty states. It had been hoped that data 
from his survey could be linked with data based on estates tax returns to give 
an over-all picture of wealth holdings. Yntema’s description of the survey pro- 
cedures is interesting from the point of view of practical statistics. However, the 
survey, even if it had been completed, would probably have yielded very limited 
information on many crucial points because of the questionable accuracy of the 
court records, particularly as to valuation. 

The final paper in this group, “Using Assessed Valuations in Wealth Measure- 
ment,” by Allen D. Manvel, discusses the ways and means of converting state 


assessment rolls into comparable estimates of taxable real wealth. This requires, | 


among other things, the development of assessment ratios for traded property 
through study of appropriate samples in each state. Assessed valuations will 
probably continue to be an important source for wealth estimators and Manvel’ 
comments give a fair picture of both their potentialities and their pitfalls. 

The last two sections, by Lawrence Klein and Kenneth Boulding, respectively, 
are more theoretical, attempting to integrate wealth concepts into economic 
theory. Klein’s study on “Assets, Debts, and Economic Behavior” represents a 
continuation of his econometric work. Using data from the Federal Reserve 
Board’s survey of Consumer Finances for 1948 and 1949, Klein tests various 
hypotheses as to the effect of such variables as income, income change, liquid 
asset holdings, debts, and number of persons in the spending unit, on savings 
behavior. Various forms of the savings function are fitted by the least-squares 
multiple-regression technique. Although the basic approach is simple, the reader 
needs a great deal of statistical savoir-faire in order to appreciate fully the de 
tails of its skillful handling. 

Boulding’s paper, “Asset Identities in Economic Models,” is a purely theoreti- 
cal discussion of business and household balance sheet items, centering around 
the Assets = Liabilities +- Net Worth identity. Assets and liabilities are broken 
down into their major components, and the identities are then converted from 
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“stocks” to “flows”—i.e., to income identities—by shifting the components to a 
change per time period basis. All of this serves as a background for a rather 
wide-ranging discussion of various aspects of macro-economic theory, most of it 
familiar enough, but made more clearly visible in this new light. Through one or 
two atypical lapses, Boulding lays himself vulnerable to certain criticisms of the 
commentators—as he readily admits in his reply. Nevertheless, his treatment of 
the relationship of asset and income identities was a highlight of the book to 
this reader and offers suggestive hints for further work, especially to the econo- 
metric model builder. 

W. H. ANDREWS 
Indiana University 


The Economics of Mobilization and Inflation. By Seymour E. Harris. New 
York: W. W. Norton Co., 1951. Pp. xii+308. $5.50. 


The author has divided his work into eight parts. The considerable repetition 
in the various parts appears necessary since all of the problems and their solu- 
tions are interrelated. The major economic problems of mobilization are pre- 
sented in Part I where the program is presented in three stages, relative to time: 
Stage I, the present situation; Stage II, substantial mobilization; Stage III, 
mobilization close to the World War II peak. 

The first problem presented for consideration is acquisition of supplies. The 
sources from which supplies may be obtained along with the needed manpower 
are set forth in table form in Part II. In making prognostications relative to 
supplies and manpower, the author cites his sources of statistics and includes 
interpretations of these statistics by others. Generally, he is less optimistic in 
his views of our abilities than are other commentators. But, it is interesting to 
note that in his Stage II, substantial mobilization possibly by 1952, war outlay 
was estimated at $55 billion. The report of the United States Director of Defense 
Mobilization in April, 1952, estimated delivery of military goods at the rate of 
$40 billion annually by the end of 1952 and the maintenance of this rate 
throughout 1953 and 1954. 

The second problem—that of distribution of the burden of mobilization—is 
considered primarily from the point of view of inflation and how to control it. 
During World War II we depended primarily on a rise of output to stem infla- 
tion, but this line of attack was not available in the 1950’s because the present 
program started with a full-employment economy. For his reason we shall have 
to depend “primarily on a reduction of private spending, on consumption and 
on investment.” Much of our standard of living during the mobilization will be 
dependent upon the “fat” accumulated between 1946-50. 

The author believes that the best line of attack is to control incomes. Failure 
to do this will result in the use of other anti-inflationary weapons. However, the 
control of incomes is not an easy matter in a democractic society, with powerful 
pressure groups appealing to the politician (witness the 1952 steel dispute). Pro- 
fessor Harris emphasizes that “our success in moderating the rise of incomes will 
determine the tax effort required and in large part the degree to which our eco- 
nomic society will become a controlled one.” A sound tax program is his answer 
to control of inflation; however, he does not labor under the illusion that such a 
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program will be readily accepted, and he makes clear the obstacles to an ade- 
quate tax program. To the reviewer no truer words have been written than the 
following: “Reluctance on the part of the public to be anti-inflationary in their 
income and tax policies is reflected also in a reluctance to accept controls. In 
espousing all these policies, the authorities seek to impose and allocate sacrifices; 
and each group and individual tries to shed his rightful share.” 

The author points out, however, that a sound tax program cannot by itself 
work the miracle of containing inflation, and that other controls are perhaps 
necessary in degrees, but the extent of their use will be minimized by the adop- 
tion of an adequate tax program. The extent to which controls may be necessary 


and the ways in which they should be integrated are discussed. Many controls— | 
such as savings programs, wage freezing, and price controls—are merely pallia- | 
tives, and with the end of the emergency become sources of uncontrolled in. | 


flation. 

Professor Harris sums up his case by stating that he is “convinced that the 
departure in the fifties should be a greater dependence on income and fiscal pol- 
icy and a lesser reliance on controls. Controls will not salvage the economy 
should income and fiscal policies fail. Rather, controls are likey to fail in the 
absence of vigorous policies in these other areas. We should consider controls as 
a supplement to income and fiscal policy, not the other way around.” 

This volume considers practically all possible problems of mobilization and 


inflation. It should be read by government officials and is a good basis fora | 


course in current economic problems. Although one may not agree with the 
author, the book is well documented, chapter by chapter, and will serve as a 
guide to further reading and thinking on these problems. 


Cari O. Hanson 
Ohio State University 


Defense without Inflation. By ALBERT G. Hart. New York: Twentieth Century 
Fund, 1951. Pp. xiv-+186. $2.00. 


This unusually valuable book is available to us today thanks to the early and 
foresighted mobilization for national defense by the Twentieth Century Fund 
In 1949, the Fund had embarked upon a major study of economic stabilization 
in peacetime. Professor Albert G. Hart had been engaged as research director 
and had already made substantial progress by the time of the outbreak of the 
war in Korea. It was then decided to suspend this project and to undertake in- 
stead a series of “briefer interim reports on the main problems of stabilizatior 
in a mobilized economy.” Defense without Inflation is the first of this series. A 
second volume has already appeared (Financing Defense, by Albert G. Hart and 
E. Cary Brown), and other volumes on monetary policy and direct controls art 
projected. 

In Defense without Inflation, Professor Hart presented the eocnomic issues 
pertaining to national defense, in the present and prospective crisis, with admir- 
able clarity and completeness and with surprising brevity for so extensive 2 
subject. 

Perhaps the most original part of the book is the analysis of the economic 


aspects and problems of defense mobilization. These subjects, which occupy the 
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first third of the volume, are treated with careful attention to the underlying 
military and political realities of our present situation. The author views our 
national economic problem today as being one of achieving a “readiness econ- 
omy.” This is defined as an economy which is prepared to achieve full mobiliza- 
tion quickly and effectively. He is reassuring when he concludes (p. 20) that 
today “full mobilization could reach peak levels much faster than in the 1940’s, 
and that it would yield more military power and more civilian comforts.” In 
progressing toward the readiness economy, however, Professor Hart sees a 
“hump” in defense production and a “trough” in production available for 
civilians. 

Professor Hart is not content merely to assume that inflation is bad and to 
proceed from that assumption to offer methods and strategies for preventing it; 
rather, he presents a careful and reasoned “case aganst inflation,” which includes 
criticisms of certain “overrated objections” and a statement of several less con- 
ventional but nonetheless important objections. Among these, he mentions espe- 
cially the harmful effects of inflation on business efficiency, on incentives, on 
intergroup conflicts, and on our national self-respect. 

The middle section of the book (chap. 4) offers an analysis of the inflationary 
process which gives substantial emphasis to the “cost push” as well as to the 
“demand pull.” The “cost push” refers to such phenomena as wage-boosting, 
parity increases in farm prices, tendencies to pyramid cost increases in the form 
of percentage markups, the fanning out of increases in the prices of raw mate- 
rials, etc. The author expresses the view that the cost push “in itself can set up 
an inflationary spiral” involving average price increases of as much as “5S per 
cent or more a year” (p. 68). Moreover, he believes that the present structure 
of expectations is such that our resistance to the cost push is much weaker than 
it was in the 1940’s. He concludes, however, that it is the interaction of the cost 
push and demand pull which can produce a disastrous inflationary spiral. 

The latter part of the book deals with the several methods of inhibiting infla- 
tion: direct controls, budget policy, and monetary policy. In his discussion of 
budget policy, Professor Hart almost dismisses the problem of public expendi- 
tures, when he says: “. . . as the national procedure for setting budgets implies, 
Treasury outgo is what it will be, and the responsibility for taking up the slack 
falls on tax policy and, to a lesser degree, public debt and bank credit policy” 
(p. 101). 

The final chapter of the book is a report, “Policy for the Crisis,” written by a 
special committee “to formulate a program for action in the public interest.” 
The members of this committee are: John Maurice Clark (chairman), Theodore 
W. Schultz, Arthur Smithies, and Donald H. Wallace. This committee emphasizes 
that successful stabilization policy requires widespread popular understanding, 
acceptance, and spirit of compliance. They hold that necessary controls must be 
sound in structure, must be supported by effective enforcement machinery, and 
must include adequate budgetary and monetary measures. Particularly, they ap- 
peal for reasonableness in the demands and tactics of the powerful interest 
groups. A foundation of stabilization policy, they say, must be “reciprocal will- 
ingness to sacrifice.” 

Altogether, Defense without Inflation, is a distinguished addition to the litera- 
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ture of economics. While it will be of great intellectual interest to professional 
economists, its style is such that it will serve admirably as text material for | 
students and as good reading for intelligent laymen. 


Howarp R. Bowen 
University of Illinois 


Life Insurance. By JosepH B. MacLean. New York: McGraw-Hill Book Co., 
1951. Pp. xiii++-697. $4.50. 


This standard text, originally published in 1924, is now in its seventh edition. 
Its strength and its weakness arise out of the author’s actuarial background. 
The cold logic and depth of perception of the mathematician are seen on each 
page and the result is probably the most searching study of the product itself— 
life insurance—in the literature. I shall always feel indebted to Mr. Maclean 
for the understanding afforded by studying his presentation of life insurance 
cost calculations and policy valuation. In a consistent and plausible manner, the 
intricacies of the net single premium, the net annual level premium, the pros- 
pective and retrospective reserves, and modified reserve systems are made clear 
and are made to fit into an over-all pattern. 

The treatment of the terms of the policy contract is quite adequate, both 
historically and substantively. I do not believe there is another discussion, 
other than in special treatises on the subject, which can equal it. The same 
may be said of two other areas—home office underwriting and disability benefits. 
In the latter subject, particularly, Mr. Maclean demonstrates his ability to reflect 
current practices out of their historical context. 

On the negative side, it should be stated that this book is most deficient in 
the treatment of the uses of life insurance. Mr. Maclean makes no pretence of 
dealing adequately with this subject. In fact, the reader is likely to get the im- 
pression that the author has little tolerance—certainly no interest—in the sub- 
ject of the economic significance of life insurance. Life insurance for business 
interest liquidation purposes, for example, is dismissed with the statement that 
it “is now used much more than formerly for the purpose of paying out the 
interest of a deceased partner.” Very little more is given on the subject of 
credit uses of life insurance, key man indemnification, or the role of life in- 
surance in employee benefit plans. There is a similar bareness in the areas of 
personal, family, and estate uses. 

The current edition consists of minor changes which bring the text up-to- 
date in such matters as mortality tables, government regulation, investments, 
and the underwriting of war and aviation risks. It certainly should be studied 
by anyone who has a major interest in life insurance but it is not recommended 
for use to the exclusion of other texts or materials which deal more adequately 
with the social and economic justifications for life insurance. 


James R. YounNG 
American College of Life Underwriters 
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Taxation and the American Economy. By WiLL1AM H. ANDERSON. New York: 


. 
ry Prentice-Hall Co., Inc., 1951. Pp. xxi+598. $6.00. 
al fo 
: The postwar period has been rich in public finance treatises. In addition to 


competent revisions of leading works, a number of entirely new textbooks have 
}OWEN appeared. The Anderson text is of this latter group. The author’s purposes appear 
to be these: (1) a fresh restatement of practice and theory, (2) better com- 
munication, (3) a wider “reading public,” and (4) a fuller treatment of the tax 
policy choice explicitly confined within the tax field. 
, Analyzed are the familiar sources and instruments of the well-established 
Co, tax classes: property, income, gifts, inheritances, business, consumption, and 
“others.” Tax virtues are explained and the tax defects are matched by suggested 
lition, remedies. Reform proposals are carefully and temperately weighed. Analyses of 


ound. “a policy changes, new revenue acts, and recent case law add relevance and 
realism. 
os Better communication is pursued in careful writing, simplifying devices, sys- 
clean tematic summaries closing each chapter, and an appropriate selection of charts, 
ance figures, diagrams, and cartoons. In too many recent texts the composers seem to 
r, the be writing to each other. Their occasional obscurity and unnecessary complica- 
pros- tion are perhaps not unrelated to this tendency. It is reassuring to find that the 
fe — in this book is directed toward those who are presumably trying to 
earn. 
' The broader “reading public” comes well classified: students, citizens, tax- 
both payers, teachers, attorneys, accountants, and tax administrators are listed. Atten- 
ssion, tion to this wider public is not a new purpose among fiscal experts, but it has 
same been served here with uncommon fidelity and skill. 
nefits. The substantial introductory chapters and the final chapters on business cycle 
eflect taxation sustain a fuller treatment of the tax policy choice. Here is analysis and 
synthesis in three dimensions: economic, legal, and administrative. A tacit prag- 
nt in matism pervades this treatise, with its “working analysis” of principles, prob- 
ice of lems, policies, practices and procedures. 
e im- Whether it has generally become necessary or desirable to devote a single com- 
- sub- plete volume to tax policy may be subject to debate. Many will welcome the new 
siness work. Critics may become less secure in their doubts as successive revenue acts 
- that continue to add tax complication and to induce tax resistance and evasion. The 
t the case for such a specialized book is plausible, and a reading of the Anderson 
ct of | Opus may well be the demonstration dissolving doubts. 
e ie The author’s own judgments on each tax are commendably straightforward. 
we Many an analyst finally plays safe and refuses to commit himself. Without eva- 
siveness, the author’s conclusions are stated in language that is unmistakable. 
_ Thus, the persona] income tax is “the most rational and scientific of all our tax 
P- instruments” (p. 189). “The income tax . . . must necessarily be the backbone 
ents, | of the tax system in a highly industrialized economy.” Despite the heavily ad- 
ne | Verse criticisms of the general property tax, Dr. Anderson holds that it “can 


still be made an equitable and workable tax . . .” and “is not beyond redemption” 
ately {|  (p. 133). Death taxes “do not seriously curtail the ‘propensity’ to save” and are 
to be less feared than “ ‘intensive use’ of highly progressive income taxes” (p. 
257). The war excess profits tax “can be justified on a number of valid grounds” 


9UNG | —(p. 344). These are firm statements. 
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One minor weakness in public finance literature generally is reflected here. 
The “private economy and public economy” are distinguished (p. 12). This is a 
simple but unserviceable dichotomy. The profession will be indebted to some 
future fiscal Chamberlin who may at last develop an analysis of the middle 
ground, for at mid-century it should be clear that some exceedingly important 
parts of the economy are not fortunately classified as “private” or “public.” 

The author himself would doubtless be the first to say that he has not spoken 
the last word on tax wisdom, but in a world in which all who read must be taxed, 
and none with contentment, the Anderson text on tax policy must be rated as 
one of the best. University tax analysts have not been the only voices heard on 
controversial tax issues, but they have sometimes been less partisan and often 
more rational in their pursuit of equity and economy. The Anderson work repre- 
sents them well. 

Homer H. HAmMner 


Baylor University 


Fraud under Federal Tax Law. By Harry GRAHAM BALTER. Chicago: Commerce 
Clearing House, Inc., 1951. Pp. 330. $6.00. 


With nearly 55,000,000 taxpayers and high rates, income taxes are a universal 
subject of conversation. Between January and March, especially, citizens are 
constantly asking each other what is and what is not deductible. Under these 
circumstances it is well that taxpayers and their advisors ponder the distinction 
between tax “evasion” on the one hand and “avoidance,” “minimization,” “re- 
duction,” etc., on the other. In the latter cases, the taxpayer is merely taking 
advantage of the provisions of law which permit him to pay the minimum tax. 
“Evasion” is subject to penalty. The first two chapters of Mr. Balter’s book 
provide the general reader with an understanding of the difference. It will be 
little comfort to learn that the author considers “evasion” and “fraud” as sy- 
nonymous concepts and uses the terms interchangeably. The honest taxpayer, 
however, will probably not run afoul the law if his intent is within the law and 
his books and records accurate. 

Mr. Balter’s book is not for the general reader who is seeking a compilation 
of “do’s” and “don’ts” in preparing a tax return. It is rather for the large number 
of accountants, lawyers, and other “tax consultants” who deal in tax matters. It 
is essentially a working tool for “those who are confronted with a tax situation 
in which the issue of a false and fraudulent return may be present.” 

Following the introductory matter on evasion and fraud in chapters i and ii, 
chapter iii outlines the processing of tax fraud cases. In it, the respective func- 
tions of the Bureau of Internal Revenue and the Department of Justice are 
explained. Chapters iv and v deal, respectively, with civil penalties and the juris- 
dictional considerations in choosing a forum to contest a proposed deficiency 
assessment. Criminal penalties are discussed in chapter vi. The next two chapters 
consider the actions of the accused taxpayer in making voluntary disclosures and 
producing books and records. The three concluding chapters deal with special 
problems in the trial of criminal tax cases under the headings: “Proceedings 
Prior to Trial,” “Proof of Wilfulness, Defendant as a Witness,” and “Methods 
Used To Prove Tax Deficiency.” Much of the material covered would seem to 
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apply to fraud charges under other federal tax laws as well as the income tax 
law. 

The book is clearly written and understandable to the layman. Numbered topi- 
ca] headings assist the reader, and a topical index which is keyed to the numbers 
makes for quick reference. Copious footnote citation of cases give authenticity. 

The author’s intention of providing a guide for lawyers and accountants is well 
fulfilled. In addition, the volume has the advantage of many well-written books 
on law, indicating to a layman the necessity for legal counsel in the area covered. 


Witi1am E. DUNKMAN 
University of Rochester 


Effects of Taxation: Corporate Mergers. By J. KEITH BUTTERS, JOHN LINTNER, 
and Witu1Am L. Cary. Boston: Harvard University Graduate School of 
Business Administration, 1951. Pp. xviii+364. $4.25. 


There has been in recent years, since the adoption of high estate taxes by the 
federal government, a widely held view that these taxes have forced many small 
corporations to sell out as a means of enabling their owners to meet their tax lia- 
bilities. The quotation from the National City Bank Monthly Letter, reprinted 
by the authors, is but one instance of an expression of the view that taxes have 
forced many corporations to seek a purchaser. It was to evaluate this theory that 
the authors launched, through the Harvard Graduate School of Business Admin- 
istration, this investigation which was financed by a grant from the Merrill Foun- 
dation. 

Although primarily an investigation of the impact of the estate tax, the volume 
also compares the merger movement of the past decade with similar movements 
in an earlier period, noting the major differences that have characterized the 
later mergers. The recent mergers, in contrast with earlier ones, have, in the 
main, represented the absorption of smaller companies by larger ones, not the 
combination of business giants. Monopoly (pp. 272, 287, 312) and restraint of 
trade have been of slight weight and the mergers have not altered in substantial 
measure the control of the market. 

Alternative motives for selling the small corporations were analyzed and ap- 
praised. It was found, in the mergers studied, that 40 per cent were prompted 
by taxes where the selling company had assets of from $15 to 50 million. Simi- 
larly, for corporations with assets of from $5 to 15 million the tax impact caused 
from one-fourth to one-third of sales, and in companies with assets of from $1 
to 5 million, more than one-fifth were the result of taxes (p. 205). In general, 
it is concluded that, while taxes have been an important factor, this cause has 
been weighted more heavily than the facts warrant. 

Most of the mergers studied took place before the passage of the relief law of 
1950 whereby the stock of a major owner, to get money for taxes, could be re- 
deemed by the corporation without the penalty of a tax on the premium received 
over cost to the decedent. This reviewer is of the opinion that the statistical pic- 
ture might well have been altered substantially had this law been in effect 
throughout the past decade. 

Perhaps the most interesting case study is that of the purchase by Gillette of 
the Toni Company. Here the sellers had reason to fear the imposition of a pen- 
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alty tax on reinvested earnings and, at the same time, any disbursement of sur- 
plus earnings would have gone primarily to the government in the payment of 
income taxes. Hence, the value of Toni to Gillette was much greater than it was 
to its founders and owners. The sale to Gillette enabled the owners to pay the 
smaller capital gains tax rather than what would have been a much larger per- 
sonal income tax. 

This study represents a carefully documented investigation, presented in lucid 
language, of a highly controversial economic problem. The analysis presented 
warrants the conclusion reached, and should serve a useful purpose in any modi- 
fications to be made in our tax program. It is to be hoped that it will stimulate 
further investigation into this operation of the economy. 

Crype OLIN FISHER 
Wesleyan University 


The Liquor Tax in the United States. By Tun Yuan Hu. New York: Columbia 
University Graduate School of Business, 1950. Pp. viii4-188. $2.75. 


This is the first in a projected series of monographs to be published by the 
Columbia Graduate School of Business. Since Columbia University has dropped 
the requirement of having all Ph.D. dissertations published, this experiment in 
making especially worthwhile monographs available to interested readers is a 
welcome one. 

The liquor tax is our oldest internal revenue tax. It has priority not only as to 
date of enactment but as a test case to establish the principle of federal taxa- 
tion, and it was in these terms that the liquor tax was advocated by Alexander 
Hamilton. The whiskey rebellion, familiar to every student of American history, 
is shown not only as a revolt against raising the price of legal whiskey, but also 
as a struggle against deflation since whiskey in those times had liquidity as well 
as potability. It is significant that when real money became more plentiful on the 
frontier, the collection of the tax proved to be less difficult. 

The liquor tax has not been continuous since its first imposition in 1791. When 
the party of Jefferson came to power, this tax, as well as all other internal reve- 
nue duties, was abolished. From July 1, 1802 until 1813, when the exigencies of 
war finance forced its reimposition, there was no liquor tax. But in 1817 the in- 
ternal revenue duties again were repealed, and the United States was without a 
liquor tax until in 1862 the requirements of financing the Civil War brought on 
its re-enactment. The liquor tax continued to the prohibition era when it was 
used in part as an additional means of enforcing the Volstead Act. We have in 
the use of this tax during prohibition an example of the all too common practice 
of forcing federal taxes to do the double duty of raising revenue and of extending 
the power of government. 

At the present time the whiskey industry maintains that the production of il- 
legally distilled liquor paying no tax is greater than that of spirits legally pro- 
duced and hence paying the tax. Mr. Hu does not consider the current situation, 
but on the matter of the Civil War and post-Civil War tax he sheds considerable 
light on the problem of an optimum tax rate. Any tax which is higher than the 
cost of producing the commodity is certain to promote evasion. According to Mr. 
Hu, “The tax of $2.00 per proof gallon on distilled spirits was eight to twelve 
times as great as the average cost of manufacture” (p. 42). 
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What proportion of the consumption of liquor was at that time untaxed it is 
dificult to estimate, but in 1869 when the tax was reduced from $2.00 per proof 
gallon there was an immediate increase in tax collections. In 1869, “under the 
50 cent tax the revenue increased by nearly 20 million dollars, or from $14,131,- 
845 in 1868 to $33,418,262 in 1869, while receipts for 1870 were further in- 
creased to $39,245,099” (p. 42). 

In the nineteenth century this tax seemed to be considered primarily as a 
means of raising revenue rather than reducing the consumption of liquor. So 
long as the sumptuary aspects of the liquor tax are considered important, we 
cannot expect either Congress or state legislators to try to find that rate which 
will yield the maximum net revenue. 

This book can be a mine of information to every student of taxation and 
should prove worthwhile to the lay reader who has any interest in public finance. 
Economists will find it a valuable volume to have available for occasional ref- 
erence. 

VALDEMAR CARLSON 


Antioch College 


Taxation in Canada. By J. Harvey Perry. Toronto: University of Toronto Press, 
1951. Pp. xiii+409. $6.00. 


The reader south of the border will find no exotic flavor in this description of 
the national and local tax policies of our good neighbor to the north. After all, 
as the author says, in many of these policies Canada was following in the wake 
of our states and federal government. 

The political structure of modern Canada has risen from the British North 
America Act of 1867, which, the author suggests, anticipated that the provinces 
would play a relatively minor role and the Dominion would be the major level 
of government. “The new national government was given an untrammelled power 
to levy taxation in any form, while the provinces were to receive subsidies from 
the Dominion and were to be restricted to direct taxation.” 

This is a reversal of the original constitutional position of our federal and local 
governments with respect to taxation power. Nevertheless, tax policies developed 
in the same manner in both countries prior to World War I. In each, the revenue 
of the national government came from customs and a few excises, especially on 
tobacco and liquor. The larger revenue of local governments was derived from 
general property taxes (with growing contempt for personal property taxes) and 
from miscellaneous taxes on business. The notable difference was the personal 
income tax imposed in several Canadian provinces. 

When the problem of national finances during and after World War I turned 
the attention of the national government, in Canada as in the United States, to 
methods of tapping deeply the stream of current income, the Canadian govern- 
ment found itself competing with the provinces and even with the municipalities 
in the lush field of personal and corporate income taxation. During the Great 
Depression, this situation became so bad that some kind of agreement had to be 
worked out. World War II made this possible. The Dominion bought off the 
provinces, which abandoned their income taxes in exchange for compensating 
payments from the Dominion Treasury. After the war, Ontario and Quebec re- 
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fused to renew the arrangement, but the other provinces did so. A second renewal 
is now being negotiated. 

The American reader will be disappointed to find that the author does not 
analyze several aspects of taxation in which Canadian practice differs from our 
own. We are giving serious attention to some tax ideas which have been tried 
in Canada, and an economic judgment thereon would be most valuable to us. 

Is our capital gains tax truly productive of substantial revenue, or do we pay 
too high a price for it in reduced business or reduced incentives? The contrary 
policies in England and Canada are discussed, but only as matters of statutory 
definition, not from the standpoint of desirable policy. 

Is the general manufacturers’ sales tax (10 per cent in Canada) on top of the 
personal income tax a better way to add to revenue than to lift the rates upon 
personal or corporate incomes? Is its inflationary trend aggravated by pyramid- 
ing? These are questions we may be wishing to answer. 

The provinces impose gasoline taxes up to 15 cents per gallon for general reve- 
nue purposes and four of them derived more than 80 per cent of their tax reve- 
nue from this source in 1949. Is anyone hurt by that tax? What lessons can the 
economist draw from that program? 

Other students will have to furnish the answers. The purpose of the author 
was to describe current taxation policies in Canada, not to analyze their impact 
nor to determine their economic consquences. 


Joun D. Crark 
Council of Economic Advisers 


The Soviet Financial System. By MixHatt V. Conpore. Columbus, Ohio: The 
Bureau of Business Research, College of Commerce and Administration, 
Ohio State University, 1951. Pp. xiii+-230. $4.00. 


If a Western capitalist or finance-economist were to wake up in Moscow, he 
would find much vocabulary and a great many institutions with which he is fa- 
miliar. He would observe a money economy, with currency exercising familiar 
functions as a language of comparison and account, a medium of exchange, and 
a storehouse of value. This money, though inconvertible, would be backed in 
part by a gold reserve. He would find banks that extend credit (long and short); 
that serve as a clearing house; that receive and pay interest on deposits. He 
would note enterprises that (notwithstanding state ownership) have an independ- 
ent legal existence and trade with one another accordingly. He would hear much 
talk of incentives, differential rewards, and bonuses. He would confront taxes, 
government bonds, and inflation. 

But it would not take our friend much time to realize that he was a long way 
from home. He would find that Russian money is used only for internal func- 
tions; all purchases from abroad are paid for with foreign currencies (built 
from exports), gold, or barter. He would note that while credit might be denied 
to a concern with a bad record, it could not be extended beyond the limits set 
in the over-all plan; that enterprises which here might be judged insolvent would 
there simply incur replacement in management, with severe punishment meted 
out to the delinquent parties. He would be struck with the fact that incentive 
problems in his new environment involve the question of what a well-to-do man 
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can do with his money. He might be impressed by the dominant role of the 
turnover tax, designed as much to curb consumers as to raise revenue, and by 
the subordinate place of the personal income tax, with its deliberate discrimina- 
tion among classes. 

These and other comparisons between economic institutions in two competing 
economic systems are suggested in Mikhail Condoide’s book, The Soviet Finan- 
cial System. The work covers successively the economic organization, banking 
and credit system, money, budget, foreign trade, and foreign economic relations 
of Soviet Russia. 

The outstanding characteristic of the economy is its pervasive and incredibly 
centralized planning. A noteworthy characteristic of Soviet budgets is that they 
always balance or show a surplus; Keynesian compensatory economics is not 
relevant and its vogue in the West is a subject of considerable derision. Inter- 
national trade is featured by state monopoly, and international economic rela- 
tions (except within the Russian orbit) are designed to preserve insulation and 
isolation and to keep encircling countries as weak as possible. 

Among the more interesting and difficult phenomena that confront this exposi- 
tion is that of inflation. It seems from the Russian experience that a tightly con- 
trolled and heavily insulated economy can escape unemployment, business cycles, 
and trade deficits but that it still must come to grips with inflation. When one 
recalls that we have here an economy which controls prices and which absorbs 
purchasing power at will through its turnover tax and more or less compulsory 
public loans, the inflation problem comes as something of a surprise. Of course 
the Russian economy, pursuing relentlessly the expansion of capital goods and 
defense, pays out vastly more wages than can be spent on the meager supply 
of consumption goods even though prices of such goods are maintained at an 
artificially high level. Inflation in the last analysis would seem to be a way of 
limiting consumption by price “rationing.” But why should Russia find it neces- 
sary to use this technique and then periodically to check and reverse its policy? 

The answer is not entirely clear in Mr. Condoide’s exposition. It appears that 
controls are something short of complete even in Russia. Now that rationing has 
been abandoned (it has prevailed over more than half of the Revolutionary era) 
consumers are free (except for compulsory loans and the unavailability of goods) 
to spend their money as they please. Some markets, especially in the food sector, 
are free. Prices must not be allowed to become so exorbitant or rationing to get 
so tight that lower-paid workers cannot subsist or that pay differentials provide 
no incentives. Out of these features of the economy emerges the fact that the 
ruble does depreciate and that the Russoians do find it necessary to inaugurate 
drastic “currency reform.” 

The reviewer is not a specialist in Russian sources and institutions and he is 
obliged to appraise this book more or less as a layman. The work can be criti- 
cized for some unnecessary repetition and for a few obscurities perhaps not fully 
excused by the conceded paucity of the available evidence. But it draws widely 
from many sources, primary and secondary, and it achieves a high standard of 
objectivity. On the whole it may be rated as a first-rate addition to the literature 
on comparative economic systems. 


Haro_tp M. Groves 


University of Wisconsin 
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International Economics. By STEPHEN ENKE and VIRGIL SALERA. Second edition; 
New York: Prentice-Hall Co., Inc., 1951. Pp. ix-+-724. $5.00. 


The first edition of this book was successful as a textbook. Though the com- 
petition is somewhat keener today, this second edition should nevertheless like- 
wise prove successful. 

The beginning textbook in international economics typically consists of some 
combination of trade theory, history of trade policy, and discussion of current 
problems. Emphasis on one or another of these facets places the book in a cate- 
gory which makes it only partially competitive with books differently directed. 
Thus this book, with its emphasis on trade theory, is more likely to serve as an 
alternative to Ellsworth’s The International Economy (Macmillan, 1950) or 
Marsh’s World Trade and Investment (Harcourt, Barce, 1951), rather than to 
Young’s The International Economy (Ronald, 1951), Condliffe’s The Commerce 
of Nations (Norton, 1950), or Killough and Killough’s The Economics of Inter- 
national Trade (McGraw-Hill, 1948). 

Enke and Salera undertake to treat trade theory and practice as “they are, 
rather than as they were or might have been.” The book’s success in meeting this 
objective is very good. Its theoretical analysis is presented in modern terminol- 
ogy, and it applies modern analytical techniques to the treatment of current 
international economic problems. Its description of America’s place in the world 
economy, and of the making of international payments are thoroughly up-to- 
date. Its selection of problems is timely; international investment and develop- 
ment, the “dollar shortage,” and the future of trade controls are prominent in 
any international economic discussion today. 

Several improvements over the old edition have been made in this one. What 
was to the student a rather formidable treatment of the foreign-trade multiplier 
has now been simplified in the body of the text and expanded in an appendix. A 
cumbersome formula for measuring the height of a tariff wall has been omitted 
in this edition. Diagrammatical representation of the effects of trade controls is 
now presented in general terms rather than in detail for each type of control. 
New chapters in the theory section strengthen and round out the treament that 
was somewhat fragmentary in the first edition. Particularly good are the chapters 
which place United States commerical policy in perspective, and those which 
explain in concrete terms the bases of international specialization. Mercantilist 
and classical theories of trade are adequately presented, but are not overempha- 
sized, or offered as explanations of trade still vaild for the modern world as is 
done in some other texts. 

Some questions occur to the reviewer which undoubtedly occurred also to the 
authors. Should the indifference curve technique have been used to describe in- 
ternational price equilibrium, and in explanation of welfare problems? The au- 
thors decided against it, though substitution curves are used in explaining the 
bases of trade and the impact of controls. The balance of payments is analyzed 
in savings, investment, and income terms, though the balance of payments ac- 
counts are presented in traditional terms. Should greater care have been taken 
to relate balance of payments accounts to national income accounts? Finally, the 
reviewer is sorry to see the discussion of alternatives of monetary policy taken 
from its place of prominence in the first edition and dismembered and buried in 
several places in the new edition. 
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Altogether, this book is interestingly and clearly written, and it gives its reader 
a better than average introduction to international economic analysis. It will be 
read with profit by the serious layman as well as by the student. 


SAMUEL E. BRADEN 
Indiana University 


History and Policies of the Home Owners’ Loan Corporation. By C. LowELL 
Harriss. New York: National Bureau of Economic Research, 1952. Pp. 
xix+-204. $3.00. 


As the title suggests, the book gives an account of the creation, development, 
policies, and liquidation of the Home Owners’ Loan Corporation, established in 
1933 to aid families in forestalling mortgage foreclosures on their homes. Mr. 
Harriss started his study with a brief statement on the economic and financial 
condition in 1933 which led to the passage of the HOLC Act, and the provisions 
of the Act. The program provided for: (1) the exchange of HOLC bonds for 
home mortgages in default; (2) cash loans for payment of taxes and mortagage 
refinancing. 

He has described in detail the lending activities of the HOLC. The organiza- 
tion received 1,886,491 applications for $6.2 billion of home mortgage financing, 
an average of $3,272 per application, in the initial lending period of the first 
two years. According to the study, about 40 per cent of all the nation’s mort- 
gaged properties that met the qualifications applied for loans, of which approxi- 
mately one-half were rejected. About one of five mortgaged dwellings in the 
United States received HOLC refinancing aid. During its life the HOLC ac- 
quired almost 82,000 houses, the greatest percentage being in the East. In addi- 
tion to financing distressed mortgages, the HOLC made maintenance and recondi- 
tioning loans of $83 million. Most of the refinancing loans were for moderate 
amounts, over 55 per cent being for less than $5,000 and over 20 per cent for 
less than $3,000. No loans could exceed 80 per cent of the HOLC appraisal 
value, nor could any loan exceed $14,000. Roughly 1,000,000 refinancing loans 
were made, averaging $3,039 per loan. 

In carrying out its work, the HOLC acquired a staff of 20,000 employees at 
its peak, and also used staffs on a fee and commission basis for appraisals, 
legal work, and property management and sale. It operated through widely dis- 
tributed and decentralized systems of offices for the accommodation of appli- 
cants. The writer mentions some unfortunate appointments, “as a result of 
political maneuvering in some areas,” and points out that the Treasury exerted 
general and increasing direction until it had control domination by 1941. Prob- 
ably Mr. Harriss did not feel free to elucidate on the political problem of a 
federal organization, but it is unfortunate, because the student and the public 
need to know that picture when they are appraising public institutions. 

Originally the HOLC was financed by issuing bonds at not over 4 per cent 
interest, to be guaranteed by the federal Treasury, and a maturity not to exceed 
18 years, but a year later the guaranty was extended to the principal. The falling 
interest rate made it possible for the organization to reduce its borrowing rate 
from 3.2 per cent to 1.9 in the later years; hence it was able to reduce its loaning 
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rate from 5 to 44 per cent in 1939. The average spread between the rates was 
24 per cent, which allowed a small margin of profit. Rising prices, wages, and 
employment also aided the organization in minimizing losses. In 1944 Congress 
provided for the liquidation of the HOLC. The borrowers were requested to 
repay their balances or arrange new private borrowings. By the spring of 1951, 
the HOLC had liquidated; borrowers had paid off their loan balances, for the 
most part, and the remaining balances were sold to private institutions. 

Mr. Harriss presents a valuable study of the operations of a federal financial 
organization created in an emergency. He includes a sizeable number of tables 
and charts for detail and broad summaries. His book indicates that the HOLC 
was able to meet some difficult problems and was successful in its operations. 


R. M. Noten 
University of Illinois 


A CORRECTION 


In a review of Gerstenberg’s Financial Organization and Management of Busi- 
ness in the March, 1952, issue of this Journal, it was stated on page 53 that the 
posthumous revision was carried out by his wife. This was an error. The re- 
vision was carried out by Miss Lillian Doris of the Prentice-Hall, Inc., organi- 
zation. The reviewer regrets this error. 

WALLACE P. Mors 
Western Reserve University 
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BaumMoL, Wi1.t1amM J. Economic Dynamics. New York: Macmillan Co., 1951. 
Pp. xiii-+-262. $5.00. 

The first half of this volume considers classical dynamics, the dynamics of 
Marx, Schumpeter, and Harrod, and statics involving time; the second half is 
concerned with process analysis and presents a number of simple dynamic 
models. The use of mathematics is kept to a minimum until the last four of the 
twelve chapters. 


Burns, ARTHUR F. (ed.). Wesley Clair Mitchell, the Economic Scientist. New 
York: National Bureau of Economic Research, 1952. Pp. vii+-387. $4.00. 
Sketches and appraisals by fifteen contributors assist toward an appreciation 
of one of the greatest scientists of our times, who died Ocober 29, 1948. The 
volume includes an apparently complete bibliography of Dr. Mitchell’s publica- 
tions and a list of the more significant writings about him and his work. 


CuamBers, M. M. The Colleges and the Courts 1946-50. New York: Columbia 
University Press, 1952. Pp. x-+-202. $3.00. 

Recent court decisions indicate general trends toward: admission and treat- 
ment of Negroes on the basis of equality; severe limitations on the power of the 
state to license and control certain forms of education; growing confusion over 
tax exemption for private institutions; invention of ingenious legitimate methods 
for securing higher returns on endowments; upholding of the validity of char- 
itable trusts to maintain education. 


CREAMER, DANIEL (ed.). Bibliography on Income and Wealth, Volume I, 1937- 
1947. Cambridge, England: Bowes and Bowes, 1952. Pp. 184. 63s. 

The first volume of a series sponsored by the International Association for 
Research in Income and Wealth is based on reports from scholars in thirty-five 
countries and the UN Statistical Office. It presents over 1,500 classified and an- 
notated entries in the field of national income and wealth, social accounting and 
its use in national budgeting, international comparisons of national income and 
wealth, the problems of statistical methodology involved, and other related 
matters. 


GALBRAITH, JoHN K. A Theory of Price Control. Cambridge, Mass.: Harvard 
University Press, 1952. Pp. vii-+81. $2.00. 

This essay advances arguments for price control in several situations: market 

imperfection, partial mobilization, and full mobilization. 


GALBRAITH, JoHN K. American Capitalism. Boston: Houghton Mifflin Co., 1952. 
Pp. xi+217. $3.00. 

The author argues that the replacement of the competitive market by a market 

regulated by countervailing power, aided by government intervention, is favor- 
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able to the prospects for capitalism. However, inflation can cause capitalism “to 
be modified by extensive centralized direction.” 


GoLpsTEIN, H. B. Practical Credits and Collections. Cambridge, Mass.: Bankers 
Publishing Co., 1951. Pp. i+-177, Mimeographed. $5.00. 


This is a concise presentation of wholesale credit operation from the experi- 
ence of a practicing credit manager. 


INTERNATIONAL ECONOMIC ASSOCIATION. International Economic Papers, No. 1. 
New York: Macmillan Co., 1951. Pp. 244. $3.50. 


This is the first of a series of annual volumes of translations of important 
articles from other languages into English. Of particular interest to students of 
finance are three of the ten papers in this first volume: “Fiscal Policy and Wage 
Policy,” “Savings and Investment in a Closed Economy,” and “The Theory of 
Foreign Exchanges under Perfect Competition.” 


Jasny, Naum. The Soviet Economy during the Plan Era; The Soviet Price Sys- 
tem; Soviet Prices of Producers’ Goods. (“Miscellaneous Publications of the 
Food Research Institute,” Nos. 11A, 11B, and 11C.) Stanford, Calif.: 
Stanford University Press, 1951-52. Pp. xi+116, ix+179; vii+180. Each, 
$2.00 (paper). 


This trilogy constitutes a major cuatribution toward a sounder understanding 
of the evolution of the socialized Soviet economy. The enthusiasm of those who 
have been excited by the supposedly successful planning and “phenomenal” 
achievements of the Soviet economy will be considerably tempered by the find- 
ings presented in these three volumes of careful and objective research. 


Kisse_corr, AvraM. Factors Affecting the Demand for Consumer Instalment 
Sales Credit. (“Technical Paper,” No. 7.) New York: National Bureau of 
Economic Research, 1952. Pp. ix-+-70. $1.50 (paper). 


This statistical study reveals that annual changes in real current income cause 
more than proportionate changes in demand for instalment sales credit. Credit 
terms are only of limited importance, and there is “little promise that cyclical 
fluctuations in consumer expenditures can be greatly influenced solely by changes 
in credit terms.” 


Lonc, CLARENCE D. The Labor Force in War and Transition, Four Countries. 
(“Occasional Paper,” No. 36.) New York: National Bureau of Economic 
Research, 1952. Pp. 61. $1.00 (paper). 


The expansion of the labor force during World War II in the United States, 
Great Britain, Canada, and Germany is compared and brief attention is given 
to demobilization and the Korean conflict. 


MeapE, J. E., and Stone, Ricuarp. National Income and Expenditure. Third 
edition; Cambridge, England: Bowes and Bowes, 1952. Pp. 48. 3s. (paper). 
The new edition of this brief introduction to national income and expenditure 


brings the statistical data for the United Kingdom and the United States up to 
1950. 
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PRENTICE-HALL, Eprrortat Starr. Successful Employee Benefit Plans. New 
York: Prentice-Hall Co., Inc., 1952. Pp. xiii+-561. $6.65. 

Detailed treatment is given of employee benefit plans arranged under three 
categories: those offering security, those increasing employee income, and educa- 
tional and other programs. Four chapters are devoted to the matters of imple- 
mentation, tax aspects, and labor in relation to such plans. 


Rospinson, Joan. The Rate of Interest and Other Essays. London: Macmillan 
Co., 1952. Pp. viii+170. 10s. 6d. 

Along with “The Rate of Interest,” previously published in Econometrica, are 
presented three new essays directed toward an extension of Keynes’ static Gen- 
eral Theory into the field of dynamic analysis. The essays touch upon the effect 
of technical progress on wages and employment, the problems of a developing 
economy, the relation of the growth of population to the demand for labor, and 
the conditions required for continuous capital accumulation. 


SALTER, StR WALTER. Foreign Investment. (“Essays in International Finance,” 
No. 12.) Princeton: Princeton University Press, 1951. Pp. 56. Gratis 
(paper). 

This valuable examination of American foreign investment problems and pro- 
posed solutions is presented against a background of British experience. 


SCHLESINGER, EUGENE R. Multiple Exchange Rates and Economic Development. 
(“Princeton Studies in International Finance,” No. 2.) Princeton, New Jer- 
sey: Princeton University Press, 1952. Pp. 76. $1.00 (paper). 

The author favors the use of multiple exchange rates in an undeveloped coun- 
try, although such rates work satisfactorily “only (1) when there is an adequate 
cushion of gold and foreign exchange reserves and (2) when a measure of rela- 
tive stability exists in the domestic economy.” 


ScHRAMPFER, WILLIAM H. Law in Its Application to Business. Revised ed.; New 
York: Rinehart & Co., 1952. Pp. xviii+1,093. $7.50. 

In this revision practically all of the text has been rewritten and new materials 
and new cases have been added. Greater emphasis is placed on the preventive 
aspects of law and on those principles which are regarded as being of the most 
practical importance. 


SLICHTER, SUMNER H. What’s Ahead for American Business. Boston: Little, 
Brown and Company, 1951. Pp. v-+-216. $2.75. 
After an analysis of changes in the economy since 1900, the defense economy 
is examined in detail, and attention is given to probable trends in the years 
ahead. 


STERN, FREDERICK M. Capitalism in America. New York: Rinehart and Co., 
1952. Pp. vii+119. $0.50. (paper). 

The chapters of this booklet consist of letters written by a naturalized Amer- 
ican citizen to a French scientist, explaining why American capitalism is superior 
to the European kind of capitalism and to Soviet communism. 

Wi1itaM CLypE PHELPS 
University of Southern California 
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